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FOREWORD
This book contains the papers presented at the fifty-third annual meeting of the 
American Institute of Accountants, held October 13-18, 1940, at the Peabody 
Hotel, Memphis, Tennessee. Experiences with extensions of auditing procedure 
was a principal subject of discussion. This book contains, however, over forty 
papers delivered on a wide variety of other accounting subjects, such as audit 
working papers, internal conduct of an accounting practice, professional ethics, 
accounting education, and auditing and accounting problems of specific industries.
In order to make them available in published form as promptly as possible, 
three papers by Albert L. Hopkins, J. A. Phillips, and Thomas Tarleau presented 
at a round-table session on federal tax law arid administration were published in 
the November, 1940, issue of The Journal of Accountancy. Likewise, four papers 
read by Lincoln G. Kelly, John W. Clarke, Willard R. Ginder, and Donald M. 
Russell at a session on accounting problems under national defense contracts were 
published in the December, 1940, and January, 1941, issues of The Journal. They 
have not, therefore, been included in this collection.
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By Samuel J. Broad, New York
Vice president and chairman of committee on auditing pro­
cedure, American Institute of Accountants
auditing, having perforce to keep
A pace with the development of 
business, has probably been in 
a constant state of development or ex­
tension ever since the first audit was 
made. Generically, the word “auditor” 
refers to one who hears the evidence in 
an accounting, and probably in the early 
stages most of the evidence was of an 
oral nature. As time went on more 
evidence was required; books became 
more elaborate; auditors began to go 
behind the books and to examine vouch­
ers and other evidence supporting the 
entries in the books. This was gradually 
increased until auditors not only looked 
at data supporting the entries which 
were on the books, but also sought out 
information which might not be recorded 
in them. Books themselves are today 
regarded as prima-facie evidence of the 
performance of a transaction or of the 
existence of an asset or liability, but as 
little more than prima-facie evidence.
In their auditing function independ­
ent public accountants still deal almost 
entirely with evidence supporting the 
financial statements, but a great deal of 
our work now consists in going out for 
ourselves and searching out the evidence 
instead of relying upon evidence which 
may be produced for us.
There are various kinds of evidence, 
with varying degrees of probative value. 
Some of the evidence is oral and must 
necessarily be so. In the standard short 
form of report included in the bulletin, 
Examination of Financial Statements 
by Independent Public Accountants, is­
sued in 1936, the statement that we 
“obtained information and explanations 
from officers and employees of the com­
pany” referred primarily to this oral 
type of evidence. This statement was 
omitted in the later revision of the form, 
not because such part of the evidence 
was considered unimportant but, in the 
words of the report, “Extensions of 
Auditing Procedure,” issued under date 
of October 18, 1939, because “it is in­
herent in all auditing procedure to ob­
tain information and explanations from 
officers and employees concerning the 
accounts, either as supplementing in­
formation obtained from other sources 
or as constituting the only available 
information on the subject. In the latter 
case, the auditor must decide, in view 
of all the circumstances, whether he 
should rely upon such information with­
out disclosure of the source. The phrase 
in question has led to serious misconcep­
tion as to the degree of reliance on such 
information and explanations.”
A great deal of supporting evidence 
is of a documentary character and some 
of it is obtained from independent 
sources. Confirmations are obtained di­
rectly from banks with regard to cash 
balances and loans; we inspect agree­
ments, minutes, and vouchers, and we 
make direct confirmation of accounts 
receivable.
There is another important body of 
evidence which is neither oral nor docu­
mentary and which I regard as more or 
less circumstantial in character. Pri­
marily, entries on the records can be 
considered as prima-facie evidence only. 
The auditor’s conclusions as to the 
reliability or integrity of the accounts 
and of the supporting details are based, 
first, upon such tests or sampling as he 
may make and, second, upon the num­
ber of persons who must be involved in 
order to produce any material inaccuracy 
or misstatement in the accounts or in 
the details supporting them. Thus, in 
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large part our reliance upon internal 
check and control is based upon the 
belief that if a number of persons take 
part in initiating, carrying through, 
recording, and controlling a transaction, 
the probabilities are very strong that 
the transaction is a real one and is 
properly recorded, especially if the in­
dividuals are independent of one another.
Today one important purpose of the 
testing and sampling of transactions 
which we undertake is to find out whether 
the system or methods of internal check 
and control are operating effectively 
and the extent to which we are justified 
in relying upon them. It may be an 
exaggeration to say that this is the 
primary purpose of the testing and 
sampling. Nevertheless I believe the 
trend of our thinking is in that direction 
in the examination of larger organiza­
tions having personnel adequate to pro­
vide effective internal check and control. 
In the examination of a smaller organiza­
tion more direct reliance for discovery 
of errors must necessarily be placed on 
the testing and sampling process.
Similarly in connection with our work 
on inventories, in the terms of the 
report, “Extensions of Auditing Pro­
cedure,” issued under date of October 
18, 1939, “the independent auditor 
is justified in giving consideration to 
the effectiveness of the internal check 
and control as applied not only to 
book records, but also to the procedure 
of taking physical inventories.” Here 
again the emphasis is placed on methods 
or procedure by which the client takes 
the inventories. The auditor is one who 
by his training is skilled in methods 
rather than in materials and quite fre­
quently his primary reliance must be on 
the methods used. His training and 
experience do not qualify him as a gen­
eral appraiser, valuer, or expert in ma­
terials, but his attendance at inventory­
taking and his observation that adequate 
procedures which have been established 
are followed out strengthen the evidence 
on which he relies, first of all by giving 
him some physical contact with the as­
sets and perhaps to some degree a 
layman’s knowledge regarding them 
and, secondly, by satisfying himself 
that a careful inventory has been taken.
If the conditions are such that there 
is little in the nature of internal check 
and control applied in the taking of the 
inventory, the auditor may of necessity 
have to substitute his own independent 
check for that of others and make some 
test of the quantities himself. This will 
probably apply more frequently in the 
case of quite small organizations, and 
in these organizations such tests are 
probably more feasible.
Thus recent extensions of auditing 
procedure have all been in the direction 
of strengthening the evidence which the 
auditor examines in order to form an 
opinion as to the credibility of the 
representations, or the accounting, made 
by management. He requires a greater 
amount of positive evidence; he obtains 
more definite knowledge as to whether 
methods which have been adopted are 
adequate and have been actually car­
ried out; he subjects the indirect or 
circumstantial evidence to a more search­
ing scrutiny. He does this, however, 
within the scope of his training and 
ability as an accountant, thereby avoid­
ing the dangers of undertaking work 




By Prior Sinclair, New York
Member of special committee on cooperation with stock 
exchanges, American Institute of Accountants
F
rom time immemorial an impor­
tant activity of merchants and 
manufacturers, large and small, 
has been a periodical “stocktaking.” 
So important was this activity even in 
early days that to take stock has be­
come an idiom of speech having a far 
broader application than the purely 
technical one implied in the taking of a 
physical inventory in a commercial 
enterprise.
As our industrial life progressed from 
the one-man business of local character 
to the present intricate business struc­
tures of nationwide activity, there 
arose increasing need for independent 
confirmation to the interested public of 
the representations of managements 
with respect to the affairs of the enter­
prises under their direction. Further­
more, the managers themselves were 
compelled to rely in turn upon the rep­
resentations of their subordinates for 
information regarding the many phases 
of the operations for which they were 
responsible. Consequently these man­
agers required in an increasing degree an 
examination of independent character.
So as business units became larger 
and more intricate, the independent 
certified public accountant acquired an 
increasingly important status in the 
world of business. Throughout all this 
development a considerable body of 
public accountants, as a matter of 
policy, excluded from the scope of their 
examinations any procedures having to 
do with stocktaking.
As a result of these changes and de­
velopments, the problem of the auditor’s 
functions in relation to inventories was 
given intensive study, and a year ago 
the American Institute of Accountants 
approved the report of the special com­
mittee on auditing procedure entitled, 
“Extensions of Auditing Procedure.” 
It is deemed desirable at this time to re­
view the experiences of the profession 
in the application of the extended pro­
cedure with respect to inventories by 
setting forth a few of the more interest­
ing situations which have been encoun­
tered and the methods of their treat­
ment.
It will be helpful at this point to 
quote from the committee’s report a 
few passages which seem to me to pre­
sent the fundamentals of the extended 
requirements in respect of inventories.
“. . . in addition to making auditing 
tests and checks of the inventory ac­
counts and records, he (the auditor) 
shall, wherever practicable and reason­
able, be present ... at the inventory 
taking and by suitable observation 
and inquiry satisfy himself as to the 
effectiveness of the methods of inven­
tory taking and as to the measure of 
reliance which may be placed upon the 
client’s representations as to inventories 
and upon the records thereof. In this 
connection the independent certified 
public accountant may require physical 
tests of inventories to be made under 
his observation.”
“. . . the independent auditor is 
justified in giving consideration to the 
effectiveness of the internal check and 
control as applied not only to book 
records, but also to the procedure of 
taking physical inventories.
“. . . the training and experience of 
an independent certified public account­
ant do not qualify him as a general ap­
praiser, valuer, or expert in materials.”
The purpose of these extended pro­
cedures, briefly, is to enable the auditor 
to express an opinion as to the credibil­
ity of the representations of the man­
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agement regarding quantity and con­
dition, based on personal observations, 
of methods of inventory taking, supple­
mented if deemed desirable by physical 
tests, having due regard for the effec­
tiveness of internal check and control, 
without investing his opinion with a 
degree of authority or imposing upon 
him a measure of responsibility which 
the nature of his work does not jus­
tify.
The experiences of the past year indi­
cate that the purposes of the extended 
procedures can be effectuated in prac­
tice. Most of the difficulties which were 
anticipated have been overcome by 
careful planning, carefully organizing 
the work, and by obtaining the cooper­
ation of the clients. The subject of 
auditing procedures in relation to in­
ventories has been discussed widely 
during the past year both in accounting 
literature and wherever accountants 
gathered. It should not be necessary 
at this time to repeat these expressions 
of opinion as to what can and cannot be 
done. Representative of the information 
already available to the interested prac­
titioner are the papers presented at the 
round-table discussions in inventories 
held at the last annual meeting of this 
Institute at San Francisco and included 
in the book, Papers on Auditing Pro­
cedure and Other Accounting Subjects, 
published by the Institute. A more re­
cent contribution to this subject, en­
titled "Experiences with Extensions 
of Auditing Procedure for Inventories,” 
by C. Oliver Wellington, appeared in 
The Journal of Accountancy for July, 
1940.
This discussion therefore will be con­
fined to the presentation of actual case 
examples taken from practice and to 
pointing out how the procedures 
adopted fit into the broad picture of 
observation of methods, physical tests, 
reliance upon internal check, and the 
resultant formulation of an opinion 
even though the auditor is not an ex­
pert in materials. Mr. Wellington, in 
preparation for the paper previously 
referred to, made inquiry of many 
different accountants regarding their 
experiences in the application of the ex­
tended procedure in relation to inven­
tories, and the replies which he received 
have been made available to me. Grate­
ful acknowledgment is hereby made for 
this assistance and the data so obtained 
to supplement the experiences of my 
firm. Liberal use has also been made of 
the material presented at a round- 
table forum held under the direction 
of the technical committee on inventory 
methods of the New York State Society 
of Certified Public Accountants. The 
proceedings of this meeting were pub­
lished in The New York Certified Public 
Accountant, in the April, 1940, issue.
Department Stores
In some quarters the opinion exists 
that it may not be practicable to check 
physically inventories of large depart­
ment stores. A few of the conditions 
which give rise to that opinion follow.
Stores organize their staffs to com­
plete the work in a single day. Reserve 
stocks may be listed over one or more 
days, but an effort is usually made to 
complete this work before work starts 
on floor stocks. The auditors’ tests of 
reserve-stock inventories must be 
promptly concluded to permit the re­
lease of the personnel for other inven­
tory duties.
Stores permit no inventory activities 
on selling floors until after closing on 
the day of inventory. Personnel must 
have supper, sheets must be laid out on 
the merchandise, and work must be 
completed within the hours set by the 
labor regulations which govern the 
hours of work in that industry. Hun­
dreds of people are working at top 
speed, and speed is highly essential.
The procedure has been tried of per­
mitting no sheets to be "pulled” until 
physical tests have been completed and 
departments released by the auditors. 
Confusion resulted both for the auditors 
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and stores. Departments have clam­
ored for permission to “pull” sheets 
while the auditors were necessarily en­
gaged in other departments.
The net result appears to be that the 
number of men which can be assigned 
to this work within the staff limitations 
of even large firms and within reason­
able limits of cost cannot hope to test 
inventories sufficiently to permit of a 
final conclusion regarding quantities. 
However, in addition to the necessarily 
limited physical test of quantities, it is 
both practicable and reasonable to 
undertake critical investigation of pro­
posed methods, supplemented by at­
tendance during the taking of inventory 
for the purpose of confirming that the 
prescribed procedures are followed.
Certain elements of internal control 
are inherent in department-store inven­
tories which afford an additional basis 
for reliance. The merchandise of the 
several departments is entirely different 
in character. Therefore, error to be ma­
terial could not be in one section of the 
inventory but must be in many rela­
tively small sections. This would be im­
possible without collusion among many 
individuals. The counting and checking 
is done by hundreds of employees. Er­
rors of quantity and description by a 
few such employees may occur and es­
cape detection, but would hardly have 
a material effect upon the total. The 
manner in which department-store ac­
counts are kept provides collateral over­
all tests of considerable value. The in­
ventories are finely divided as to de­
partments and frequently are classified 
as to age and season in which purchased. 
Rather complete records of inventory 
turnover are maintained as well as rec­
ords of departmental gross profits.
A matter of importance in this type 
of inventory is the control of inventory 
sheets. There may be thousands of in­
ventory sheets, and it is the custom of 
the trade to list in single copy only. 
Counting and listing is usually done by 
separate individuals and the work is 
either completely or partially checked 
by others. Upon completion of listing 
and checking, the department heads 
are responsible for the assembly of the 
sheets and their delivery to the control­
ler.
Some stores use independent comput­
ing agencies and forward the sheets to 
such agencies either immediately after 
they are assembled or after a lapse of 
one or two days during which they are 
reviewed for errors. Some accountants 
obtain independent confirmation of 
computed totals direct from computing 
agencies. The value of such confirma­
tions is greatest when inventory sheets 
are promptly forwarded to the com­
puters.
Particular attention should be paid 
to the methods which have been pro­
vided to guard against listing as floor 
stock any of the merchandise which had 
been listed as reserve stock. Appropri­
ate attention should be given to the es­
tablishment of “cut-off” in the receiv­
ing, checking, marking, and returned- 
goods rooms as well as with respect to 
invoices for merchandise received and 
the recording of sales.
Sulphur Mine
The problems of physical verifica­
tion in sulphur mines are somewhat 
typical of those found when the inven­
tory consists of bulk material stored in 
large piles,—for example, coal, sand and 
gravel, pig iron, etc.,—although the de­
tail devices used for verification will 
differ in each case with variations in the 
particular circumstances.
Sulphur is brought to the surface in 
liquid form and conveyed to large 
wooden bins without bottoms where it 
solidifies. It is broken up for shipment 
by blasting. The determination of the 
superficial area covered by the bins 
presents no problem but the depth of 
sulphur in the bins cannot be measured 
directly, first, because the top of the 
pile may be uneven, and secondly, be­
cause the weight of the sulphur com­
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bined with the nature of the ground 
underneath forms pits of varying depth 
below the visible ground line.
To determine the average depth of 
the sulphur in each bin, members of the 
client’s engineering staff in the presence 
of the auditor take test borings at vari­
ous points in each bin. The estimated 
average height of sulphur in the bin is 
thus determined and the estimated 
cubical contents of the bin then may be 
computed.
Here we have both observation of 
methods and physical tests. A measure 
of internal check is provided in that the 
person taking the test borings and mak­
ing the computations is not responsible 
for the financial records.
Although the auditor is not a sulphur 
expert, he knows that the company is 
engaged in sulphur mining. He has ob­
served in the course of his contact with 
the engagement that the bins are used 
for the reception of freshly mined sul­
phur and has observed also that ship­
ments are made from these bins. The 
material in sight and that brought up 
by the borings all appears to be the 
same. Certainly the auditor may ex­
press his opinion (as an auditor) that 
the quantities represented as on hand 
were in fact on hand on the date of his 
examination.
Nonferrous Metals
The inventories of nonferrous smelt­
ers, refineries, and manufactories have 
some features similar to those just dis­
cussed, but they also have some marked 
differences. Smelters and refiners do not 
customarily take physical inventories 
at or near the balance-sheet date. Stated 
inventories are based on perpetual in­
ventory records of receipts, produc­
tion, and shipment. Bulk materials are 
stored in piles the purported contents 
of which are known. The piles are ex­
hausted progressively and the book 
records adjusted at the time of exhaus­
tion of each pile. A reasonable verifica­
tion of such items as wire bars, copper 
cathodes, etc., which are carefully 
stored in regular piles, can be made.
In the case of such materials as ores, 
concentrates, and scrap it is not prac­
ticable to check the quantities of such 
materials, and book records must be 
used. The principal safeguard lies in 
adjustment of book records as each 
pile is exhausted.
The observer should see that there is 
a pile for each item in the book records 
and he should be sufficiently experi­
enced to be able to recognize ores as 
distinguished from earth or rock, or 
concentrates as distinguished from mud, 
and be reasonably certain as to the 
identity of most of the other materials. 
He will also be able to observe whether 
separate piles of like materials, sub­
stantially equal in quantity, appear to 
be of the same bulk.
When the auditor approaches the 
question of assay or chemical purity of 
the several products he is limited by his 
lack of qualifications as an expert in 
materials. He has available for collateral 
tests the company’s assay reports dur­
ing the year and invoices to customers, 
which may be based on assays subject, 
in some instances, to tests by the cus­
tomer’s purchasing organization and 
similar information. However, these are 
merely indicative and not conclusive. 
Ordinarily, the cost of independent as­
says would be excessive in relation to 
the additional protection afforded 
thereby, but if the amount of very high 
grade materials is substantial, such in­
dependent assays may be necessary.
Coal
To the extent that coal inventories 
are stored in piles they present most of 
the problems already discussed in con­
nection with other bulk materials. 
Considerable reliance must be placed 
upon estimates of company employees 
not connected with the record keeping. 
Such estimates are compared with the 
related records and from actually see­
ing the piles an opinion may be formu-
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lated as to their general reasonableness. 
In addition to inventories in piles, a 
considerable portion of the inventory 
may be in cars or in hoppers of known 
or determinable capacity. The contents 
of full cars may be verified by reference 
to railroad documents and it is usually 
possible to make a fair estimate of par­
tially filled hoppers.
An added complication has been en­
countered in coal inventories in that at 
the inventory date the piles of coal were 
partially covered by snow. In one in­
stance the client was persuaded to 
change his fiscal year to April 30th. This 
change to a natural business year re­
sulted in a presentation of a more liquid 
financial position in addition to elimina­
tion of considerable difficulty in rela­
tion to the inventory verification.
Chemical Company
On occasion it has been assumed that 
it is not possible to form an opinion as 
to the accuracy of description of an in­
ventory of chemicals except through 
the means of analysis by independent 
chemists. One accountant solved the 
problem of forming an opinion as to the 
credibility of the representations of 
management in the following manner: 
Samples of various chemicals were col­
lected by the accountant and identified 
by key designations. These samples 
were then submitted to the client’s own 
laboratory for analysis and report as to 
their identity. The laboratory reports 
were then compared with the inventory 
descriptions.
Grocery Chain
The case next to be considered is that 
of a grocery chain which has four ware­
houses, some of which have a number 
of sub-branches and many retail stores. 
Perpetual quantitative inventories are 
not maintained.
Annual inventories are taken at the 
warehouses, and observation of inven­
tory methods and physical tests present 
no unusual problems. The retail stores 
are controlled by money-control ac­
counts at the head office. The stores are 
charged, at the retail price, with the 
merchandise delivered to them and are 
credited with reported sales again at 
retail price. There are about two thou­
sand retail stores, no one of which has a 
stock of over $1,000. The company has 
its own traveling audit staff which 
checks the store inventories during the 
year. The independent accountant ac­
companies the company auditors on 
some of their visits to stores to observe 
methods. It is not deemed practicable, 
reasonable, or necessary to make physi­
cal tests at the retail stores in view of 
the internal control exercised by the 
main office. Further, it is felt that if 
the individual store is to remain in 
business it must have a stock on hand, 
and that the aggregate shortage which 
might exist is not likely to be material. 
The existence of a local bank account in 
which the proceeds of reported sales are 
deposited regularly is considered pre­
sumptive evidence that a store ex­
ists.
Diamond Merchant
Two cases involving dealers in dia­
monds and other precious stones have 
been reviewed and in both cases the ac­
countant’s report contains a complete 
disclaimer with respect to quality and 
value. In one of the above instances, 
physical checks of stones on hand 
against perpetual records were made, 
and stones out on consignment were 
confirmed, but no opinion was ren­
dered as to the quality and value.
Manufacturing Companies
The corroboration of physical inven­
tories in the metal trades, woodworking 
industries, textile mills, etc., presents a 
variety of problems which frequently 
challenge the ingenuity of the account­
ant, but cannot be said to burden him 
with responsibilities which the nature of 
his work does not justify. Physical 
contact with the inventories may re- 
7
Extensions of Auditing Procedure
quire an elementary knowledge of the 
productive processes involved, the ma­
terials used, and in general the auditor 
should know his way around. However, 
these qualifications may well be pre­
requisites to making an intelligent ex­
amination of the affairs of such a com­
pany entirely aside from the inventory 
question.
Let us consider the inventory of a 
concern operating a foundry, machine 
shop, assembly floor, and related de­
partments. Raw materials usually may 
be readily identified and the method of 
taking inventory observed with the ac­
companiment of test checks. Some bulk 
materials may be tested by methods al­
ready discussed. The auditor will not 
find it difficult to distinguish between 
nickel, copper, aluminum, and pig iron. 
Although he may not be able without 
reliance on collateral records to distin­
guish between high-priced alloy steel 
bars and carbon steel, there are many 
collateral tests which may be used to 
satisfy one as to the general accuracy of 
description. An important measure of 
assurance is in the fact that the actual 
inventory taking is being done by the 
same employees who are handling the 
materials in their daily work and whose 
position is seldom one of confidence in 
financial matters. Tables of weights in 
relation to cubic contents will fre­
quently assist in identifying apparently 
similar materials. Other tests are avail­
able. Reference to production and usage 
records is useful. One would expect the 
quantities of the various materials on 
hand to bear some reasonable relation 
to their utilization throughout the year. 
Stock records used solely for production 
and purchasing control may be avail­
able for comparison with the physical 
inventories. Frequently materials are 
marked with heat numbers or similar 
identification at the time of receipt. 
Different grades of steel may be painted 
with distinctive colors. A wholesale 
falsification of such collateral informa­
tion would result in confusion to the 
client even greater than that occasioned 
the auditor.
The identification of finished product 
and parts seldom presents serious prob­
lems. The descriptive names will to a 
large extent be clear to the auditor 
who is reasonably familiar with the in­
dustry. Part numbers are frequently 
stamped or cast on the parts them­
selves. Specifications and bills of ma­
terial may be available.
The verification of work in process 
frequently presents interesting prob­
lems, especially when work in process 
constitutes a substantial portion of the 
inventory and the period of processing 
is long. Detailed verification of a multi­
tude of parts on a given production or­
der and recognition by the layman of 
the state of completion may not be 
practicable. However, the major parts 
may usually be identified, thus evidenc­
ing the existence of the order and pos­
sibly substantiating a considerable por­
tion of the material component of the 
accumulated costs of the work in proc­
ess. The verification of accrued labor 
and overhead to the point of comple­
tion is more in the nature of a problem 
of pricing than of physical test and 
usually necessitates an understanding 
of the cost system in use. In cases where 
work in process is priced on the basis 
of specification, standard or estimated 
costs, some knowledge of labor opera­
tions, their sequence and the ability to 
recognize their incidence on the product 
being verified is desirable. Here again 
the fact that the descriptive data are al­
most invariably supplied by the factory 
workers themselves provides consider­
able protection against deliberate mis­
information.
Summary
Review of the experiences of numer­
ous accountants with extensions of 
auditing procedure with respect to in­
ventories indicates:
1. Generally in only relatively few 
cases involving very valuable ma­
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terials and under circumstances 
where substitution is not difficult 
need the accountant, due to his lack 
of qualifications as a general ap­
praiser, valuer, or expert in materials, 
refrain from expressing an opinion 
as to the credibility of the repre­
sentations of the management re­
garding quantity and condition.
2. In those industries in which it is 
customary to take physical inven­
tories no instances have been ob­
served where it is not practicable 
and reasonable to be present at the 
inventory taking and by suitable ob­
servation and inquiry formulate an 
opinion as to the effectiveness of the 
methods of inventory taking, al­
though it may not always be feasible 
to supplement such observation and 
inquiry by tests of quantities. The 
extent of the accountant’s contact 
with the inventory will be governed 
by the effectiveness of the internal 
check as applied to the taking of 
physical inventory.
3. In those industries in which the in­
ventory amounts are customarily 
determined from book records ad­
justed to facts upon their determina­
tion, it is usually feasible for the ac­
countant to examine into the ef­
fectiveness of the methods which 
provide for current adjustment, to 
make some corroborative tests and 
in conjunction with related operat­
ing factors and pertinent inquiry to 
formulate an opinion as to the gen­
eral integrity of the inventory rec­
ords.
In closing, it may be interesting to re­
fer to some of the comments which were 
received from several accountants as 
to the effect upon client relationships 
and other matters.
The beneficial effect on client’s em­
ployees when they knew their work 
was to be checked by outsiders was con­
sidered important and was felt to have 
resulted in more accurate physical 
inventories.
Some accountants overcame the 
problem of distribution of staff by shift­
ing the inventory-taking date away 
from the end of the fiscal year and by es­
tablishing from the records the effect of 
interim transactions upon the inven­
tory. The results were reported as sat­
isfactory and the comment by the 
client was favorable.
In some instances visiting the clients 
about a month prior to time of inven­
tory taking and reviewing the inven­
tory instructions resulted in uniformity 
of inventory methods in warehouses and 
factories throughout the country, and 
an appreciation by the clients of the 
benefits derived.
As a result of quantity tests some 
instances were uncovered of deliberate 
falsification of records by branch man­
agers.
In another case errors in physical 
inventory brought about a rearrange­
ment of stock rooms to simplify taking 
of future inventories and to provide 
the management with more reliable in­
terim information.
The impression which I receive from 
the reported experiences of accountants 
during the past year is that whereas the 
extensions to auditing procedure were 
instituted primarily in response to pub­
lic demand for confirmation by some 
independent agency of management’s 
representations as to inventory quanti­
ties, the greatest benefit from the new 
procedures will accrue to management 
itself. Management realizes that exten­
sion of the certified accountant’s serv­
ices to physical contact with the inven­
tories results in more efficient inventory 
methods and a greater dependability in 
the reports of departmentsand branches.
In conclusion, from experience thus 
far it is evident that the necessary addi­
tional fees for such work will be more 
than justified by the value to clients of 
the services rendered.
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F
irst let’s try to get a common 
understanding as to the meaning 
of “internal check and control.” 
An old story, which may or may not 
be based on fact, will perhaps help to 
bring our minds toward the general 
idea.
A man stood waiting for a call beside 
a public telephone operator’s desk. A 
colored boy stepped into a nearby tele­
phone booth and called a number in a 
residential district. He left the tele­
phone booth door open and the man 
heard his end of the conversation. It 
ran like this: “Is this Mr. Johnson? 
. . . Well, Mr. Johnson, I read in yes­
terday’s paper that you want to hire a 
boy. . . . Oh, you have already hired 
a boy. Do you think he will be satisfac­
tory? . . . You are sure, then, that the 
boy you have will be satisfactory?” 
. . . Then the boy hung up the re­
ceiver and started out. The man who 
had overheard the conversation wanted 
to hire a boy himself so he said: “It’s 
too bad that you weren’t able to get the 
job you wanted.” Much to his surprise, 
the boy said: “But I already have that 
job; I am working for Mr. Johnson 
now; I was just calling to check up on 
myself.”
Turning to a more conventional dis­
cussion of the meaning of internal check 
and control, we find an excellent expres­
sion of what is perhaps the most com­
monly accepted view of the meaning of 
the phrase, in a sentence on page 8 of 
the bulletin, Examination of Financial 
Statements by Independent Public Ac­
countants, published by the Amer­
ican Institute of Accountants in Jan­
uary, 1936. That sentence reads as 
follows:
“The term 'check and control’ is 
used to describe those measures and 
methods adopted within the organiza­
tion itself to safeguard the cash and 
other assets of the company as well as 
to check the clerical accuracy of the 
bookkeeping.”
We may consider that this sentence 
expresses the preventive or the protec­
tive viewpoint. A somewhat different 
but nevertheless a very practical and 
constructive viewpoint as to the pur­
pose of internal check and control was 
expressed in a paper presented by Mr. 
S. Einstein, controller of G. Fox & Co., 
Hartford, Connecticut, before the Met­
ropolitan Controller’s Association on 
January 25, 1939. This purpose may be 
summarized as that of assisting in co­
ordinating the performance of an or­
ganization with the objectives which 
exist in the minds of the owners and 
those responsible for general manage­
ment; or narrowing the gap between 
performance and policies. In that paper 
the emphasis was upon the work of an 
internal-auditing department, but the 
purpose indicated need not, of course, 
be limited to that phase of internal 
check and control.
It is clearly important that the certi­
fied public accountant recognize and 
understand both the protective and the 
constructive viewpoints.
Distinction has been made recently 
between “internal check and control” 
as an expression indicating the check 
and control which results from so ar­
ranging the work of individuals, de­
partments, etc., that they will serve to 
check and control each other but with­
out a separate auditing organization, 
and “internal auditing” as the work 
done by a separate auditing personnel 
within a business organization. In what 
is said here the expression “internal 
check and control” will be used for the
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most part to mean check and control 
without a separate auditing depart­
ment. However, the work of internal 
auditors is not intended to be excluded 
entirely from consideration; where ref­
erence is made particularly to the work 
of internal auditors this fact will be 
mentioned.
Standards Are Necessary for In­
ternal Check and Control
The practical operation of a system 
of internal check and control is largely 
a matter of determining whether or not 
certain functions or results are in accord 
with standards set for them and, if the 
two are not in agreement, either taking 
action directly or making reports for 
appropriate action. It is obvious and 
perhaps so generally understood by ac­
countants that it sometimes escapes 
attention, that, for example, if a per­
son is responsible for determining 
whether the balance of the accounts- 
receivable controlling account bears the 
relation which it should to the total of 
detailed accounts-receivable balances, 
he must have in his mind as a standard 
the knowledge that the two amounts 
should be in agreement. He must have 
similar standards in mind with regard 
to other matters. These standards may 
run from standards of organization and 
clearly established responsibilities of 
individual members of an organization, 
to standards of procedure and of ac­
curacy in making entries for stamps 
used or recording telephone calls. It is 
possible to have substantial value from 
internal check and control even though 
the necessary standards have not been 
reduced to writing, provided they are 
understood and accepted by all of the 
individuals who work under them. 
There is real and practical added value, 
however, in having the standards made 
matters of record, for the sake of clearer 
understanding, to supplement the mem­
ories of individuals, to facilitate learn­
ing the standards by those who are new­
comers in positions in which knowledge
of them is necessary, and for other rea­
sons and variations of reasons too nu­
merous to mention here. Generally 
the larger the organization and the 
more people whose work relates to the 
standards, the more important it is to 
have them recorded.
As a practical matter the individual 
in charge of any phase of internal check 
and control must, in order to make it 
effective, know what action to take or 
report to make in case he finds a vari­
ation from the established standards, 
in addition to knowing how to find 
whether there has been a variation.
Developments in Internal Check 
and Control by Business 
Organizations
There has been interest on the part 
of directors and officers of companies, 
over a long period in the past, in the 
subject of internal check and control. 
A sharp upward surge in this interest 
has come during the past few years. The 
writer’s experiences indicate that the 
increased interest in the practical as­
pects of internal check and control has 
been more marked among officials of 
larger companies than among those 
who manage smaller companies. How­
ever, there are officials of some of the 
smaller companies who are seriously 
interested in discussing the subject and
in some cases they have taken steps to 
strengthen their systems.
Perhaps one of the best general indi­
cations of interest is the frequency of 
discussion of internal check and control 
in meetings of organizations other than 
of professional accountants.
As a specific example of increased 
interest in the matter of internal check 
and control, the directors of one com­
pany of substantial size, after study and 
consideration, recently passed a resolu­
tion fixing the duties and responsibili­
ties of the controller. This particular 
company had not previously had any 
definite statement of the controller’s 
duties and responsibilities.
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Another example is to be found in the 
case of a survey by a public accountant 
of the functioning of the accounting 
and financial personnel of a company 
for the board of directors. This survey 
and the report on it resulted in some 
shifting of personnel and definite prog­
ress has now been made toward the es­
tablishment, on a working basis, of 
uniform accounting standards through­
out the various divisions of the com­
pany.
In another relatively large company 
progress is now being made toward hav­
ing a really effective internal-auditing 
department, instead of one which had 
been inadequate. It had been inadequate 
in number of men in the department, to 
some extent inadequate from the view­
point of training and abilities of the 
men, and its effective functioning had 
been hampered by the previous attitude 
of the management toward the de­
partment. There has been a progressive 
change in this attitude and real progress 
is now being made toward having more 
men and abler men assigned to this work.
One small company has developed a 
plan of preparing reports to be for­
warded to owners and managers which 
it is expected will substantially 
strengthen the internal check and con­
trol. In this company policies have 
been clearly established by the general 
management but the information fur­
nished to the general management as to 
the extent to which the policies have 
been put into effect, and the results of 
putting them into effect, has been lack­
ing in some important characteristics.
Another indication of increased inter­
est in internal check and control, on 
the part of others than accountants, is 
to be found on page 132 of The Journal 
of Accountancy for February, 1940. On 
that page there is a quotation from a 
letter signed by John Haskell, vice 
president of the New York Stock Ex­
change, under date of January 9, 1940, 
to the presidents of corporations having 
securities listed on the Exchange; the
following is one of the recommendations 
in Mr. Haskell’s letter, which is sum­
marized from a report sent with a prior 
letter dated August 24, 1939. The 
recommendation, as follows, is for:
“Increasing the responsibility, au­
thority and facilities of the controller or 
internal auditor through the board of 
directors defining his responsibilities 
and taking an active interest in his se­
lection. He should sign published finan­
cial statements and report periodically 
to the board of directors.”
It may be of interest to mention here 
that one of the reasons for increase in 
interest on the part of those responsible 
for business management, in internal 
check and control, is that in some cases 
it has been found possible to develop 
methods of internal check and control 
with a resultant net saving because of 
reduction of the cost of auditing work 
done by certified public accountants. 
This is of course a development which 
is welcomed by all constructive-minded 
certified public accountants. It enables 
them to devote a larger proportion of 
their time to the more important fea­
tures of auditing work and, conversely, 
frees them of the necessity of spending 
a great deal of time on work which is 
relatively unimportant and for which 
the fee should be at a low rate. Any de­
crease in cost of a particular item of a 
certified public accountant’s services, 
so long as there is no corresponding re­
duction in the effectiveness of his work, 
obviously increases his efficiency, tends 
to improve the relations between the 
individual accountant and his client 
and to improve the standing of the pro­
fession in the eyes of the business com­
munity. Thus, while the direct result 
may be a lower total fee for a particular 
engagement, the over-all result is in­
creased goodwill and broader oppor­
tunities for service. In this way the pro­
fessional accountants as well as business 
concerns may benefit from any increase 
of efficiency in auditing work due to im­
proved internal check and control.
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Professional Accountants’ Work as 
Related to Internal Check and 
Control
The bulletin, Examination of Finan­
cial Statements by Independent Public 
Accountants, published by the Ameri­
can Institute of Accountants in Jan­
uary, 1936, contains numerous refer­
ences to internal check and control. 
It is clearly implied in this publication 
that the auditor is to examine or review 
the methods of internal check which 
are in use. The thought is not definitely 
expressed, however, except in a few 
cases with respect to particular items, in 
the detailed audit program, that he is to 
make such examination or review.
In contrast with this we find the fol­
lowing on page 4 of the booklet, “Ex­
tensions of Auditing Procedure,” pub­
lished under date of October 18, 1939, 
by the American Institute of Ac­
countants :
“In a well organized concern the 
principal reliance for the detection of 
such irregularities is placed upon the 
maintenance of an adequate system of 
accounting records with appropriate 
internal check and control. It is the 
duty of the independent auditor to re­
view the system of internal check and 
accounting control so as to determine 
the extent to which he considers that he 
is entitled to rely upon it.”
Under “Inventories” beginning on 
page 5 of the pamphlet mentioned, we 
find the following:
“In cases where the concern main­
tains well kept and controlled perpetual 
inventory records supported by (1) a 
complete physical inventory at a date 
not coincident with the balance-sheet 
date, or (2) physical inventories of in­
dividual items taken from time to time 
so that the quantity of each item on 
hand is compared with the inventory 
record for that item at least once in 
each year, it will be satisfactory to 
undertake the procedure outlined at 
any interim date or dates selected by 
the auditor, his purpose being to satisfy 
himself as to the credibility of the per­
petual inventory records and whether 
they may be relied upon to support the 
inventory totals as shown on the bal­
ance-sheet.”
Also on page 9 in the discussion relat­
ing to the suggested form of independ­
ent certified public accountant’s report 
or opinion, we find this statement with 
regard to the independent auditor’s 
investigation of the effectiveness of in­
ternal control:
“It is worthy of repetition that the 
extent of sampling and testing should 
be based upon the independent audi­
tor’s judgment as to the effectiveness of 
internal control, arrived at as the result 
of investigations, tests and inquiries.”
Furthermore, the first paragraph of 
the “Short Form of Independent Certi­
fied Public Accountant’s Report or 
Opinion,” as you will no doubt re­
member, reads as follows :
“We have examined the balance- 
sheet of the XYZ Company as of April 
30, 1939, and the statements of income 
and surplus for the fiscal year then 
ended, have reviewed the system of in­
ternal control and the accounting pro­
cedures of the company and, without 
making a detailed audit of the transac­
tions, have examined or tested account­
ing records of the company and other 
supporting evidence, by methods and 
to the extent we deemed appropriate.”
The point to be particularly noted in 
the foregoing is, of course, that the audi­
tors, under this standard, must “have 
reviewed the system of internal control 
and the accounting procedures of the 
company.”
Little published information is avail­
able as to the specific methods used by 
certified public accountants in review­
ing internal check and control proce­
dures. In some cases they are able to 
obtain a copy of the working manual 
used by the client’s office and to make 
checks or tests of the effectiveness of 
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the procedures which it sets forth. In 
some cases the certified public account­
ant makes inquiries and prepares an 
outline of procedure so far as it relates 
to internal check and control; then he 
makes such tests and checks of the ac­
tual operations as he considers appro­
priate. Some professional accountants 
have standard questionnaires prepared 
with regard to methods of internal 
check and control and have these filled 
out with answers which are considered 
correct at the time the audit is being 
conducted. Inquiry among certified 
public accountants and discussion with 
them gives the impression that there is 
some tendency to abandon this proce­
dure and to have information obtained 
as to internal check and control without 
the guidance of a detailed question­
naire or outline. Only a well trained and 
experienced accountant is qualified to 
investigate and pass upon the methods 
and adequacy of internal check and con­
trol and there seems to be a thought 
that such an experienced accountant 
does not need the guidance of a ques­
tionnaire or detailed outline. Further, 
it is probably impossible for anyone 
preparing such an outline or ques­
tionnaire to foresee all of the features 
of internal check and control which it 
may be advisable to investigate under 
all conditions; yet, if the auditor has 
the outline there may be a tendency for 
him to limit his investigation to those 
factors which are specifically set forth.
With regard to the extent of review 
to be made of methods of internal check 
and control, we have not reached a 
point of standardization where we can 
say just how extensive the professional 
auditor’s investigation should be in any 
given case. There does not appear at 
present to be any indication that we 
shall ever pass beyond the point where 
the extent of review to be made must be 
tested on the basis of the judgment of 
an experienced auditor. There are, of 
course, items of information which can 
be obtained by preliminary questioning 
or investigation which should be used 
as a basis for judgment, such, for exam­
ple, as the degree of standardization of 
procedures in the organization being 
examined, the purpose or purposes for 
which an audit is being made, and the 
results of preliminary tests made to ob­
tain indications of whether the work 
done by the client’s organization is gen­
erally of high or low quality. Informa­
tion must be obtained and considered 
upon these matters and many others to 
provide a basis for judgment as to the 
extent of investigation to be made. It 
seems reasonably clear, however, that 
this question is one whose solution de­
pends upon so many, varied, and to 
some extent conflicting points that it 
will never be possible to state a formula 
or rule which can be relied upon for the 
answer. In practice, the auditor de­
cides the question a little at a time, as 
his review of the methods of internal 
check and control progresses. An un­
expected bit of information obtained on 
the second day of his work may cause 
him to go back for a more extended ex­
amination of a matter which he had con­
sidered finished on the first day. Actu­
ally he does not fully decide upon the 
extent of his review until he has com­
pleted it.
One point which is obviously impor­
tant in this connection is that of making 
and having readily available a record of 
the work done by the certified public 
accountant in reviewing internal check 
and control and of the results of that 
work. No attempt will be made here to 
go into detail as to methods of making 
such a record.
Another matter which is also impor­
tant is that of reporting to the client 
upon the findings which result from the 
review of the system of internal check 
and control. Discussion of this with 
other accountants indicates that the 
usual procedure is to prepare a memo­
randum, separate from the auditor’s 
report upon financial statements, stat­
ing any matters of importance which 
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have been noted in the review and pre­
senting any suggestions which the audi­
tor believes should be adopted or ques­
tions which he thinks the client should 
investigate. Clients have found such re­
ports of substantial value in numerous 
instances.
Some Questions as to the Future
No attempt will be made to prophesy 
as to what may be expected to develop 
in the work of professional accountants 
with reference to internal check and 
control. There may be some value, 
however, in presenting a few questions 
for thought and consideration. This 
may result in developments in connec­
tion with this subject which are more 
satisfactory to certified public account­
ants than if we allow the matter to drift 
or to be handled by others without 
bringing our thoughts to bear upon it. 
The following are therefore presented 
from that point of view and not with 
any expectation of obtaining immediate 
answers to the questions:
Is there any substantial reason for 
thinking that interest in the subject of 
internal check and control and in review 
of related methods by certified public 
accountants will not continue to in­
crease?
Can we expect that study of the sub­
ject will result in progress toward defi­
nition and clearer statement so that 
professional accountants can discuss it 
more readily and understandably with 
each other and with their clients?
Will our concept of internal check and 
control develop broadly to include such 
items as review of financial reports by 
men in operating departments and re­
view of reports by general management 
to find differences between purposes 
and practices, or are we going to de­
velop a narrower concept to include only 
the work of accountants and auditors in 
checking the accounts themselves?
Will our concept of internal check 
and control place principal emphasis 
upon the word “check” or shall we, in 
our thinking, give at least equal rank 
to the word “control” and to the more 
constructive features of the work as 
distinguished from those which exist 
principally for preventive purposes?
Shall we take the initiative in making 
suggestions to clients for increasing the 
efficiency of their methods of internal 
check and control or shall we wait until 
we are asked for suggestions?
Shall we endeavor to improve our 
work in connection with systems of in­
ternal check and control by more em­
phasis upon this subject in our publica­
tions and our professional meetings for 
exchange of ideas?
As previously indicated, there are 
probably no reliable answers which can 
now be given to these questions. If they 
act to some extent in stimulating 
thought upon the subject they will 
have served the purpose for which they 
are intended.
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T
his discussion is particularly con­
cerned with experiences with the 
extended procedures as related to 
receivables. As a background for dis­
cussion it may be useful to quote what 
the profession through its national or­
ganization has said as to the verification 
of receivables in making examinations 
of financial statements that are to be 
accompanied by the report of an in­
dependent certified public accountant:
“. . . wherever practicable and rea­
sonable, and where the aggregate amount 
of notes and accounts receivable repre­
sents a significant proportion of the cur­
rent assets or of the total assets of a 
concern, confirmation of notes and ac­
counts receivable by direct communica­
tion with the debtors shall be regarded 
as generally accepted auditing proce­
dure . . . and that the method, extent, 
and time of confirming receivables in 
each engagement, and whether of all 
receivables or a part thereof, be deter­
mined by the independent certified pub­
lic accountant as in other phases of 
procedure requiring the exercise of his 
judgment.”
As applied to receivables, the ex­
tended procedure was an enlargement 
of the use of the process of confirmation 
by communication, and did not have the 
same degree of newness in the generality 
of application, as did general physical 
contact with inventories. That may 
have been because for many years con­
firmation of receivables by communica­
tion, to some extent, had been growing 
as a practice, although it had been the 
exceptional, rather than the general prac­
tice. This is illustrated by the language 
of the bulletin, Examination of Finan­
cial Statements by Independent Public
Accountants, which, in the latest edi­
tion, January, 1936, refers to confirma­
tion by communication, in the following 
words:
“The best verification of [receiv­
ables] is to communicate directly with 
the debtor regarding the existence of 
the debt, and this course may be taken 
after arrangement with the client. While 
such confirmation is frequently con­
sidered unnecessary in the case of com­
panies having an adequate system of 
internal check, it is one of the most 
effective means of disclosing irregu­
larities.”
Such past agreement as the profession 
had succeeded in securing from business 
to confirmation of receivables by com­
munication as a part of audit procedure, 
was probably most often induced by the 
effectiveness of the procedure, as a 
deterrent to, or method for discovery of, 
employee dishonesty. Only rarely, and 
then under circumstances making the 
practice imperative, had the procedure 
been particularly applied as a means 
for satisfying the auditor that managerial 
fraud did not exist in the form of 
fictitious receivables.
There has appeared generally to be 
readier acceptance by business of con­
firmation of receivables by communica­
tion, as normal practice, than there has 
been of the physical contact by auditors 
with inventories. This, as I have already 
mentioned, is probably due to the grow­
ing tendency over the years to confirm 
receivables by communication, and to 
the fact that the average executive 
could probably picture certain possible 
tangible results from the procedure that 
might mean dollars and cents to his
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business. I mean the deterring, or detec­
tion and stoppage, of certain types of 
employee frauds, such as “lapping” of 
collections; hold-outs by salesmen mak­
ing collections. Another by-product of 
confirmation by communication, in 
many cases, has been the stimulation of 
collections; or the uncovering of defects 
in customer relations, such as slow set­
tlement of claims, the correction of 
which has helped to repair or rebuild 
goodwill and sales. Whatever the rea­
sons, confirmation of receivables by 
communication, as a general procedure, 
did not appear generally to meet with 
widespread opposition from business 
especially if the application of the proce­
dure was carefully correlated to condi­
tions of doing business in line with the 
provision that “the method, extent and 
time of confirming receivables ... be de­
termined by the independent certified 
public accountant as in other phases of 
procedure requiring the exercise of . . . 
judgment.” For instance, in some 
cases, it was found that the terms of 
sale, or periods of collection, were such 
that effective confirmation could be 
secured by communication with debtors 
at a date some time before or after the 
date of the balance-sheet. Also  where 
business executives understood the sam­
pling principle, confirmation by com­
munication was more readily agreed to, 
in cases where large masses of receiv­
ables had to be dealt with, as, among 
other things, it permitted the cost of 
communication to be kept within rea­
sonable bounds. Sampling was some­
thing business executives could under­
stand, because in the business world, 
large transactions are carried out and 
conclusions reached on the basis of tests 
made upon often relatively small sam­
ples. There were certain lines of busi­
ness, however, in which considerable 
opposition did arise, and to these I shall 
return later. With the ordinary run of 
commercial and industrial companies, 
confirmation of receivables by com­
munication, generally received assent 
where discussion of the time, method, 
and extent of the confirmation prom­
ised an application of the procedure that 
appealed to managements as reasonable 
under the circumstances.
Both the so-called “positive” and 
“negative” forms of confirmation have 
been used. In some cases the one method 
is desirable to the exclusion of the other. 
In other instances both methods may 
be used in the same examination—one 
as to certain of the accounts and the 
other as to others of the accounts. 
Generally the “positive” form of con­
firmation is indicated when the accounts 
are not numerous and individually of 
substantial amount in relation to the 
total of receivables. The “negative” 
form of confirmation can generally be 
employed when there is a large mass of 
accounts, individually of relatively small 
amount. Both forms of confirmation 
may be used in the same examination, 
when the accounts include some of in­
dividually important amounts as to 
which a “positive” confirmation is 
desirable, together with a large mass of 
accounts with individual amounts rela­
tively small, as to which the “ negative ” 
form of confirmation is satisfactory. 
Incidentally, the appropriateness of the 
term “negative confirmation” has been 
questioned on the ground that confirma­
tion cannot be a negative fact. Another, 
and perhaps better, term that I have 
heard used, might be “nonreply” type 
of confirmation. Longer—but possibly 
more exact.
The negative type of confirmation ap­
pears to be well adapted for large 
masses of receivables, especially if the 
communication to the debtors is so 
worded to make it clear that the absence 
of a response will be assumed to imply 
assent to, or concurrence with, the 
account balance or other state of facts 
involved.
Naive responses from debtors may 
sometimes be received. One interesting 
response made by a debtor, to a request 
for confirmation of the balance shown 
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by the books of a company that was 
being examined for the first time, read 
in part as follows (the response having 
been made to the company rather than 
to the auditor, for reasons that will 
become apparent as I read, although a 
copy went to the auditor):
“While we are confirming this item 
... as owing to your company, we are 
doing so at your request and as a con­
venience to you, with the understanding 
that the (items of merchandise) are 
actually on consignment ...”
This response was one incident that 
disclosed a managerial fraud that had 
been going on for some time.
Previously, I mentioned that in cer­
tain lines of business very definite oppo­
sition was encountered to confirmation 
of receivables by communication. These 
opponents of the extended procedures 
were principally in those fields where 
the accounts are found in large masses 
that may run into tens of thousands of 
items of relatively small average amounts 
individually. Among businesses in which 
such a condition is met are department 
stores, instalment houses, chain stores, 
and other retailers. The enumeration is 
not intended to be exclusive but merely 
illustrative. So serious appeared the 
situation encountered in these fields of 
business that your committee on audit­
ing procedure was requested to examine 
the problem and say whether the 
circumstances in these businesses were 
such as to make the procedure of con­
firmation by communication imprac­
ticable and unreasonable. After due 
consideration, that committee issued a 
statement which was published in the 
February, 1940, number of The Journal 
of Accountancy. The conclusion of the 
committee was:
“In the case of the receivables of 
department stores, instalment houses, 
chain stores, and other retailers, there 
might be justifiable question as to the 
reasonableness of applying the positive 
form of confirmation, but it is believed 
that there is no question as to the 
practicability and reasonableness of ap­
plying the negative form of confirmation 
which requires no reply unless the 
recipient challenges the balance shown.
“It is believed, therefore, that de­
partment stores, instalment houses, and 
others dealing with ultimate consumers 
are among the cases in which the ap­
plication of the negative form of direct 
communication with debtors, when car­
ried out in the manner suggested in 
the bulletin, Examination of Financial 
Statements, is to be considered as com­
pliance with ‘ generally accepted audit­
ing procedure.’ ”
What appeared to be the most gen­
erally voiced objection by retail-store 
executives was fear that the process of 
confirmation by communication would 
not be generally understood by store 
customers, and would result in wide­
spread closing of accounts by customers 
and transfer of their trade to stores 
which did not so “bother” their cus­
tomers. Another often voiced objection 
was the factor of expected added ex­
pense. I might add it also has been 
reported that some business executives 
have taken the position that the profes­
sion had no right to adopt the procedure 
of confirmation of receivables by com­
munication as normal without first 
obtaining the approval therefor of 
industry.
Apropos of the objection based on 
supposed retail customer displeasure 
and disaffection, it has been interesting 
and enlightening to read some reports 
on retail customer reactions, by con­
trollers of stores in which the procedure 
of confirmation by communication was 
followed this year. Some typical con­
troller comments follow:
“Very little unfavorable customer re­
action was experienced and this could 
have been, we believe, entirely elimi­
nated had self-addressed postage-guar­
anteed envelopes been included with the 
statements.”
“. . . we have been very surprised at 
the almost complete lack of comment or 
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disturbance among our charge cus­
tomers.”
“We had very little comment—only 
two or three customers wanted to know 
what the stickers meant on the bills.”
“ I do not think the store has been in­
jured in any manner by the verification 
of these accounts.”
“The store had no experience with 
customers as a result of such confirma­
tion. We have not experienced a dozen 
customer calls.”
”... we received no specific com­
plaints from customers regarding the 
verification of their accounts.”
“The confirmation apparently has 
had no serious effect upon our cus­
tomers.”
“. . . we experienced no serious trou­
ble from a customer’s angle.”
“Our store had very little customer 
reaction to the accounts receivable 
confirmation.”
And more of like tenor. From this group 
of more than a score of stores, only 
three reports of unfavorable customer 
reaction were received. One said:
“We have had considerable unfavor­
able customer reaction from this new 
procedure. A number of our customers 
received the impression that this was 
a dun for their account and had been 
sent by some outside collection agency.”
Another reported:
“. . . we have had a number of com­
plaints from our customers in regard to 
this confirmation. One of the impres­
sions is that they . . . think that we 
have turned the account over to 
lawyers.”
The third reported:
“We had about twenty to twenty-five 
customers who resented either the sticker 
on the open-account statements or the 
letter on the budget accounts suffi­
ciently to get in touch with us. In all 
these cases the customers felt that they 
were being dunned when their accounts 
were not in arrears.”
Where customer reaction was un­
favorable, it appeared to be principally 
because the communication sent to the 
customer was interpreted as a “dun.” 
It is difficult to understand how persons, 
who, on the whole are presumably in­
telligent, can place such a construction 
on wording such as the following:
“ Please examine this statement care­
fully. If it does not agree with your 
records please report any difference to 
our auditors (name and address of 
auditors) who are making an examina­
tion of our financial statements. If no 
differences are reported to our auditors, 
this statement will be considered correct.’’ 
Such misunderstanding can probably 
never be completely eliminated, although 
it should become less as the procedure 
of confirmation by communication be­
comes more general.
Some instances have been reported of 
a form of communication being under 
consideration that will have a more per­
sonal tone, and call for replies to be 
made to a post office lock-box address, 
access to which will be confined to the 
auditors. As an example of such a com­
munication to retail customers I should 
like to read from a form prepared by one 
retail store:
“Dear Patron:
“From time to time we like to find 
out whether the bills rendered our cus­
tomers are entirely correct and whether 
all returned merchandise and payments 
have been properly shown.
“We are therefore asking that you be 
good enough to indicate on the form 
below whether or not the balance shown 
on your account is correct, signing your 
name in the space provided. Please 
return this form to us in the enclosed 
stamped envelope. We would appreciate 
receiving at the same time any com­
ments that would help us to improve our 
merchandise or service.
“Thank you very much for your 
cooperation.
Cordially yours,
“This is in no sense a request for 
PAYMENT.”
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At the bottom of the form provision is 
made for the customer to indicate 
whether the balance is correct or incor­
rect and space for remarks if the cus­
tomer has any exceptions. The return 
envelopes are addressed to the store 
under a post office lock-box number, to 
which only the auditors have access. 
The customer statements and the con­
firmation forms are to be controlled by 
the auditors with safeguards to insure 
proper mailing.
Careful study of the language of the 
communication to debtors may reduce 
customer misunderstanding. Retail cus­
tomers and many others may be more 
apt to understand an expression such as:
“As a regular procedure in their 
annual examination of our books, our 
auditors request that you report to 
them, etc.”
This is an instance in which “examina­
tion of books” may be preferable to 
“examination of financial statements.”
I have dealt at some length with the 
confirmation of retail receivables by 
communication, because the objections 
to confirmation of such receivables by 
communication appear to have en­
countered more opposition than in other 
lines of business.
A number of department-store organ­
izations that did not permit confirma­
tion of their receivables by communica­
tion, have securities registered with the 
Securities and Exchange Commission 
and listed on national securities ex­
changes. Auditors’ reports on financial 
statements of such stores contained 
exceptions because of the omitted proce­
dure, and I understand that the Secur­
ities and Exchange Commission has 
issued deficiency notices because of such 
exceptions. I have not heard of any 
final disposition of the deficiency no­
tices, but I believe the Commission’s 
position generally is that a report based 
on an audit which omitted generally 
accepted audit procedures as to signifi­
cant items is not acceptable.
The terms “practicable” and “rea­
sonable” have had some discussion and 
question as to their applicability. In its 
opinion in the matter of retail receiv­
ables, the committee on auditing proce­
dure discussed the terms “practicable” 
and “reasonable.” It may be worth 
while here to quote what the committee 
said:
“The primary meaning of ‘practi­
cable’ is: ‘capable of being put into 
practice, done, or effected, especially 
with the available means or with reason 
or prudence.’
“The primary meaning of ‘reason­
able’ is: ‘evidenced with reason, or 
rational, having or exercising sound 
judgment or sensible.’
“Rarely is a procedure impossible or 
incapable of being put into practice, but 
it seems that the auditor may view 
‘practicable’ in the light of ‘with the 
available means,’ or ‘with reason or 
prudence.’ The operations may be prac­
ticable, but they may not be reason­
able, i.e., not ‘sensible’ in the light of 
the surrounding circumstances. Not­
withstanding these refinements in mean­
ing, it is believed that there will be very 
few cases in commerce and industry as 
a whole in which the procedures cannot 
be applied, to the extent that will afford 
such tests as the auditor, in the exercise 
of his judgment, determines to be 
reasonable.”
Earlier I referred to a point of view 
on the part of some business executives, 
i.e., objection to the extended proce­
dures because the profession had not, 
so to speak, first secured industry and 
business permission for the adoption of 
the extended procedures. As to this 
point of view I should like to leave a few 
thoughts with you.
As auditors we are called on to ex­
press our opinion on financial state­
ments. In so doing we assume a respon­
sibility and a liability that we cannot 
avoid. It is quite apparent that in­
creasingly higher and stricter standards 
are being applied in judging the ade­
quacy of the measures which auditors 
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employ in their examinations. As we 
are the ones who must bear the burden 
of defending and supporting our opin­
ions, and proving that the opinions we 
express are justified, and as that is a bur­
den that cannot be shifted to others, it is 
only just that we should decide what 
procedures we should adopt in order 
that we may have that basis for an 
informed opinion which the courts have 
said we must have. When the profession 
is to be judged by the exacting stand­
ards of today, it should be its right to 
determine the procedures that should 
be followed in order that its work may 
be found not wanting.
As confirmation of receivables by 
communication has proved generally to 
be practicable and reasonable, a proce­
dure is available to us as auditors which 
can be used to give us added satisfaction 
as to the dependability of the accounts 
and the representations of management. 
No matter how effective the internal 
control may be represented to an auditor 
to be, and whatever may be the extent 
of his auditing tests and checks as 
applied to receivables, the validity of 
the receivables is best determined by 
communication with the debtors. We 
have discarded the theory that con­
firmation of receivables by communica­
tion was generally to be carried out only 
when we were not otherwise satisfied, 
and have adopted the principle of com­
munication whether otherwise satisfied 
or not as to the receivables. In this 
respect, we treat receivables as we do 
bank balances and securities. Does any­
one suggest that we should do away 
with confirmation of bank balances by 
communication? We have adopted the 
procedure of confirmation by com­
munication as we had come to the con­
clusion that it was necessary if we were 
to guard against spectacular frauds, be­
cause generally the spectacular frauds 
had occurred and gone undetected where 
the auditors were satisfied without the 
extended procedures. Should we, who 
must bear the burden of responsibility 
for our opinions, be denied the right of 
adopting and applying these procedures 
which we deem necessary?
In closing, and as a continuation of 
the thoughts expressed in the imme­
diately foregoing, I would like to quote 
the following from an address by a 
member of the Securities and Exchange 
Commission:
“It is a more shocking case to me 
when, by the terms of a general audit 
engagement, the auditor has agreed to 
forego one of these normal procedures 
. . . An auditor who agrees not to use 
some of his tools is like a doctor who 




By Rodney f. Starkey, New York
Member of council and executive committee, American In­
stitute of Accountants
T
he unfortunate use of the word 
“certificate” generally applied to 
accountants’ opinions, or reports 
(if you prefer), has undoubtedly given 
the public an impression of accuracy 
and certainty with respect to financial 
statements which was never intended 
by the profession.
Our reports are essentially a combina­
tion of two opinions. The first is that 
after reviewing the internal check and 
control, and the accounting procedures 
followed by the company, we have car­
ried out what we believe to be adequate 
auditing procedures. In general these 
procedures have been summarized in 
the American Institute bulletin, Ex­
amination of Financial Statements, re­
vised in 1936 and supplemented by 
the pamphlet of last year on extensions 
of auditing procedure.
These suggested auditing procedures 
allow considerable latitude as to the 
extent, methods, and the times that the 
various steps outlined are to be carried 
out. They also leave to the individual’s 
judgment the question of whether or not 
under certain circumstances some of the 
proposed procedures may be omitted. 
However, in the latter event, if fraud 
were to be discovered after the audit 
was made, the burden of proof naturally 
would fall on the auditor to show why 
any such general procedure had been 
omitted.
The second opinion, of course, is that 
based on such examination the accounts 
fairly present, in accordance with gener­
ally accepted accounting principles, the 
position at a given time, and the results 
of operations for a given period, on a 
basis consistent with that of a similar 
preceding period.
The first accounting reports accom­
panying financial statements usually 
were rather lengthy opinions stating 
that the cash had been counted or con­
firmed by the depository; that the ac­
counts receivable, after reserves, ap­
peared to be fully collectable; that the 
inventories were carried at cost or mar­
ket, whichever lower; that the charges 
to fixed assets during a period were 
proper additions to the property ac­
counts; and that the liabilities were 
fully provided for. These reports, how­
ever, did not contain any statements 
which might indicate to the public that 
the examination was limited to certain 
tests of the various accounts during the 
period. On the face of it, it might have 
been assumed that a complete examina­
tion had been made.
Accountants then, a few years later, 
drifted into a very short form of the 
so-called certificate, to the effect that: 
We have made an examination of the 
accounts of X Y Z Company and, in our 
opinion, the balance-sheet at a given 
date, and the income for a given period, 
fairly present the position at a given 
time and the results of operations for a 
given period.
Sometimes accountants substituted 
the words “ correctly presents ” instead 
of “fairly presents.” In general, how­
ever, these reports also did not contain 
any disclaimers as to the limitations of 
the type of examination which had been 
conducted.
Perhaps we were too complacent in 
allowing the public at large to invest us 
with a reputation for a greater degree 
of skill and accuracy than we could 
possibly attain. Certainly during the 
development of accounting and ac­
countancy in the first thirty years of 
this century very little was said publicly 
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to warn investors of the inevitable limi­
tations of our work. In short, to dispel 
the idea that the so-called certificate 
was an insurance policy.
In 1932, as you recall, the American 
Institute committee and the New York 
Stock Exchange had extensive corre­
spondence on this general subject, and 
as a result a new report, or certificate, 
was evolved which contained the first 
definite statements describing certain 
limitations in the auditor’s work on the 
accounts of companies so large in size 
that a detailed audit of all transactions 
was neither practicable nor possible. 
These disclaimers were contained in the 
first paragraph of this new form of ac­
countants’ report. That is: We exam­
ined accounting records and obtained 
information and explanations from offi­
cers and employees of the company, but 
we did not make a detailed audit of the 
transactions.
Shortly after that, following what 
had formerly been a fairly peaceful 
period, congress dropped into our laps 
the securities act, with its mandatory 
annual audits and its extremely drastic 
liability provisions.
After years of quiet professional en­
deavor, some of us realized that, quite 
unintentionally, we had been super­
salesmen ; that auditing had been over­
sold to the public. The first regulation 
regarding certificates for accountants 
was as follows:
“Any certificate by an independent 
certified or public accountant with re­
spect to any part of the registration 
statement, any papers or documents 
used in connection therewith, shall be 
dated and shall state that such account­
ant or other expert has, after reasonable 
investigation, reasonable grounds to be­
lieve, and does believe, at the time of 
the date of such certificate, that the 
statements therein are true and that 
there is no omission to state a material 
fact required to be stated therein or 
necessary to make the statements 
therein not misleading, except as spe­
cifically noted.’’
This later was modified with the co­
operation of the securities committee, 
and a new ruling on certificates was pro­
mulgated which made it practicable to 
use the stock-exchange certificate of 
1932.
So much stress had been laid on ac­
counting principles and practices up to 
this time that the average layman still 
considered auditing as such to be some­
what of a mystery, and apparently be­
lieved that if the audit was successfully 
and honestly conducted, the results 
should be infallible.
True, there had been publications, 
bulletins and pamphlets. The first was 
printed in 1917 in cooperation with the 
Federal Reserve Bank, subsequently 
revised in 1929, and further revised in 
1936, setting forth in general sugges­
tions for the scope of the so-called bal­
ance-sheet examination for medium­
sized companies; but the public, and the 
press, as was later proved, apparently 
never heard of it.
Only fairly recently has the question 
of auditing procedures begun to attract 
the public interest to the extent that 
financial writers are beginning to dis­
cuss the subject in their syndicated 
columns. Our professional bodies—the 
Institute taking the lead—and various 
state societies, after a great many 
months of hard work, adopted resolu­
tions to the effect that in the future if 
we are to be held responsible we must 
have the right to insist upon extending 
certain auditing procedures beyond 
what had been considered generally ac­
cepted practice in the past.
At our last meeting in San Francisco, 
certain extensions of auditing procedure 
with respect to accounts receivable and 
inventories were adopted, after receiv­
ing approval of the New York Stock 
Exchange and the Securities and Ex­
change Commission. With this a new 
form of certificate was also adopted, for 
companies which appeared to have a 
satisfactory internal check and control.
It seems to me that we are now faced
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with the difficult job of educating the 
public. For the first time, with the back­
ing of the Securities and Exchange 
Commission and the Stock Exchange, 
we are in a position to insist upon the 
circularization of accounts receivable, 
with the alternative of including an 
exception in our opinions if prevented 
from doing so by the management.
For the first time, we are in a position 
to insist upon some physical inspection 
of inventory, if the opinion or certificate 
is to be unqualified. Heretofore, of 
course, unless something appeared to be 
wrong, we have felt it was satisfactory 
from the standpoint of auditing to ac­
cept both of these accounts from book 
records, unless, on the instructions of 
the management, we were asked to take 
additional steps.
Looking ahead, these new procedures 
raise a serious question. As our present 
report contains only two disclaimers, 
should it be lengthened to the point 
where it would become practically an 
audit program, or should it be reduced 
to a very brief statement of opinion?
Undoubtedly, circularization of ac­
counts receivable is a great improve­
ment. The public, however, and even 
some well informed financial men, may 
not fully realize that with an unscrupu­
lous management the accounts could be 
carried in fictitious names with fictitious 
addresses, with the result that circu­
larization, which would appear to be an 
additional safeguard, would not accom­
plish its purpose.
The physical inspection of inventories 
undoubtedly is also a forward step and 
will be an improvement in auditing pro­
cedure. We must not forget, however, 
that the public may not realize that, 
although an accountant has seen pack­
ages, barrels, boxes, or what-not, he is 
still unable to satisfy himself fully that 
the merchandise which he has seen ac­
tually belongs to the company. It may 
have been received and held on consign­
ment, but any indication of this may 
have been left off the records. Further­
more, he does not know whether or not 
the particular merchandise which he has 
examined is what it purports to be.
He may also during his examination 
actually see some of the physical proper­
ties which, on the accounts, appear to 
belong to the company. He does not 
know, however, if this is actually the 
case. They may belong to someone else, 
although there may be no indication of 
this in the accounting records.
As to accounts payable of any sort, 
including mortgages, these may or may 
not be liabilities with fictitious names 
and fictitious addresses without any 
indication in the books and records that 
such is the case.
The larger question arises then: 
Should we be content to have our re­
ports contain the rather vague disclaim­
ers which now appear in them without 
acquainting the public with the other 
possibilities, where, as outlined briefly 
above, our auditing may have entirely 
failed of its purpose?
There is now in process a revision of 
the present bulletin, Examination of 
Financial Statements, including an ex­
tension of auditing procedures promul­
gated a year ago.
As much publicity as possible should 
be given to this new guide to present 
generally accepted accounting proce­
dures, so that as far as possible the pub­
lic may become acquainted with the 
extent of our examinations and also 
their very definite limitations.
Recently there has been some agita­
tion to have accountants lengthen their 
reports. Personally, I believe this would 
be a step backward. A great many of us 
deplored the increasing number of foot­
notes on financial statements, because 
they were more apt to be confusing than 
helpful to the investing public. The 
same results, I believe, would occur if 
our reports were lengthened to the point 
where the casual reader would ignore 
them.
When we have accomplished our pro-, 
gram, our ultimate goal in this respect 
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as I see it, should be to attach to finan­
cial statements a dignified statement of 
our opinion, without needless expla­
nations or disclaimers, somewhat as 
follows:
“We have made an examination of 
the financial statements annexed, and 
in our opinion, based on tests of sup­
porting evidence, they have been prop­
erly drawn from the accounting records 
of the company and fairly present the 
position of X Y Z Company at Septem­
ber 30, 1940, and the results of opera­
tions for the year then ended on a basis 










By Maurice e. peloubet, New Jersey
Member of council and chairman of the special committee on 
students’ societies, American Institute of Accountants
L
ike every beginner in a public ac­
countant’s office who started 
 about the same time I did, my 
early recollections are divided about 
equally between working papers and 
some variation of what Colonel Mont­
gomery has so aptly described as the 
“tick and holler” method of auditing. 
The “tick and holler” method was cer­
tainly more monotonous than the work 
on audit papers but considerably less 
unpleasant. There was a little more cer­
tainty to it. The form, size, or placing 
of the tick was not open to much serious 
criticism or doubt and once the modula­
tion of the holler was tuned to the 
senior’s taste, things went along fairly 
well. But with working papers it was 
another story. The form, content and, 
to a large extent, purpose of their 
preparation was uncertain, and this fact, 
together with a certain testiness on the 
part of the seniors, without doubt well- 
justified, on the subject of penmanship 
did not help the juniors to achieve either 
peace of mind or efficiency.
I can remember very well my aston­
ishment when a senior looked over my 
shoulder and said in a kindly tone, 
“That’s a very pretty schedule you are 
preparing.” I could hardly believe my 
ears but looked up appreciatively. He 
then finished his remark by saying, 
“Which end of the pen did you say you 
were doing it with?”
We have gone a long way since then 
and there has been a great deal of good 
work done in the way of improving and 
standardizing working papers. What we 
have now in the way of good standard 
practice is the result of the efforts of 
hundreds of men over a period of thirty 
or forty years. There is only one stand­
ard to be applied to working papers and 
that is a strictly pragmatic one. If they 
do their work effectively, efficiently, and 
with the least possible effort, they are 
good. To whatever extent they deviate 
from this they are bad. The only way in 
which a body of practice such as is 
represented in what are now thought to 
be good working papers can be built 
up, is by the thought and effort of a 
large number of workers, each adding a 
little to what was known before or each 
making some apparently small correc­
tion or improvement.
I think the history of improvement in 
working papers may be said to be 
roughly parallel with the growth of 
corporations and with the growth of the 
demands upon them. Obviously, the 
larger accounting firms were the ones 
who would be first confronted with the 
necessity of preparing clear and compre­
hensive papers because it was those 
firms which had to deal with the ac­
counts of the larger enterprises. The 
problems of a small audit are generally 
not very different in principle from 
those of a large one. Many things which 
are passed over or poorly scheduled in a 
small audit without making any par­
ticular trouble or difficulty would cause 
serious disturbance and inconvenience 
if treated the same way in a large enter­
prise. The auditor of a small enterprise 
when presented with incomplete or im­
perfect accounts by his assistant can 
often supply the gaps from his own 
knowledge or from a little personal work 
or contact with the proprietor of the 
business. Anything of this sort is, how­
ever, quite impracticable in a corpora­
tion of national scope or even in many 
good-sized local enterprises. The larger 
firms, therefore, built up in their own 
organizations, in the shape of office 
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manuals or instructions, a body of 
practice which, while not uniform, 
tended in the same general directions.
Before there were any texts on the 
subject of audit working papers, this 
knowledge was being effectively if rather 
slowly diffused through the profession 
by men who had formerly been on the 
staffs of the larger firms. These men 
would either go into practice for them­
selves or join the staffs of some of the 
smaller firms. They would naturally 
bring their knowledge of the methods 
used in the larger firms with them and 
would put the results of their training 
into effect.
This spreading of the knowledge of 
what good working papers should be 
was accelerated by the publication of 
two texts on working papers in 1923, 
that of J. Hugh Jackson and of Leslie E. 
Palmer and William H. Bell. While each 
of these texts may be taken to represent 
the general practice of a single large 
firm, they were also representative of 
the best practice at the time of their 
publication. Since that time these texts 
have been revised and others have ap­
peared, and there is now no reason why 
anyone required to prepare working 
papers supporting an audit should not 
be able to do so in an effective way 
without loss of time or effort. This, of 
course, applies to the supporting papers 
for internal audit work and for the 
preparation of statements by comp­
trollers as well as to the work of the 
independent public accountant. From 
the point of view of cooperation between 
the internal auditor and the independent 
public accountant the question of clear 
and adequate papers covering the in­
ternal audit is of considerable impor­
tance in enabling the independent public 
accountant to decide the nature and 
extent of the reliance which he may 
place on the work of the internal audit 
staff.
It seems to me that there are two 
basic principles or purposes which we 
must keep constantly in mind in design­
ing and preparing working papers which 
will produce the best results with the 
least effort. The first of these is the rela­
tion of the particular schedule or ac­
count to the completed statement or 
report, and the second is the inter-rela­
tion or articulation of the papers with 
themselves. This leads us to another 
point which I think it is difficult to 
overemphasize, that is, the necessity of 
basing all of our statements and reports 
on one set of working papers. Obviously, 
this is required for the greatest mechan­
ical convenience, speed, and efficiency 
but it is also of value in supporting the 
statements rendered.
Two of the most frequent misappre­
hensions of the layman concerning cor­
porate accounts are: first, that any 
group of subsidiary analytical or statis­
tical statements or records is “a set of 
books” when, as every accountant 
knows, this expression means a group 
of books or records which are complete 
and self-balancing in themselves on 
recognized double-entry principles and, 
second, that the corporation keeps a 
number of complete sets of books for 
different purposes or to produce differ­
ent statements. He is led into this error 
by observation of the undoubted fact 
that a corporation must prepare several 
different statements for different pur­
poses. It is always valuable and con­
vincing to be able to show that if the 
statements prepared for a corporation 
apparently vary, they are all produced 
by a rearrangement of the same factors 
or components. It is not difficult to 
defend different statements emphasizing 
different points, but it is impossible to 
prove that the basic facts can or should 
be recorded differently for different 
purposes.
For instance, if a plant cost $100,000, 
nothing can change this fact. However, 
the plant might be stated with reserve 
for depreciation of $50,000 deducted; 
it might be stated net; it might be 
stated gross; the $100,000 might be used 
as a basis for appraisal; or an index
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number might be applied to it to arrive 
at some reproductive value; it might be 
lumped with other fixed assets where 
these were unimportant to the purposes 
of the statement; or it might be analyzed 
and shown under a number of different 
classifications. In each case, however, 
the statement would be based on and go 
back to the original incontrovertible 
fact that $100,000 was spent, and no 
one could say, despite the diversity of 
presentation, that the corporation kept 
more than one set of books, regardless 
of the number or complexity of analytical 
or statistical records (incomplete in 
themselves from a double-entry point of 
view) which may be based thereon or 
related thereto.
If the corporation keeps only one set 
of complete double-entry books to which 
all other records are subsidiary or related, 
then we should be able to prepare any 
and all statements required from prop­
erly devised and coordinated working 
papers which summarize or analyze the 
corporation’s books or, more specifi­
cally, which are based primarily on the 
corporation’s general ledger and the 
subsidiary and analytical records which 
are dependent on or related to it. How­
ever, we cannot do this unless we know 
when the papers are being prepared to 
what use they will ultimately be put. For 
instance, a schedule might be made for 
repair expense. This might be shown in 
the company’s published accounts as 
included in general operating costs. In 
the report to management it might be 
divided between mills and branches and 
might also be divided between products 
or operations, and in the tax return it 
might be necessary, to comply with 
regulations or decisions, to classify some 
items as operating expense or labor 
which the corporation finds more con­
venient to classify as repairs. If we are 
not aware of the purposes for which this 
schedule is to be used when we are 
preparing it, we will either come back 
to the office without the information or 
we will duplicate in whole or in part 
some of our analytical work.
All of the speakers will probably 
touch on this phase of working papers 
to some extent but it seems to me so 
important that I am taking this oppor­
tunity to emphasize it as a basic 
principle.
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by A. Bryan bolin, Memphis
Member, American Institute of Accountants
G
enerally speaking, when the 
balance-sheets of a parent com- 
pany and its subsidiaries are 
combined and intercompany items are 
eliminated the result is a consolidated 
balance-sheet. A consolidated state­
ment of income is produced in a similar 
manner. It sounds very simple, but 
there are complications between the 
working papers for the individual com­
panies and the final consolidated state­
ments, and difficulties may be encoun­
tered if the procedure is not carefully 
planned.
Before discussing the working papers 
required, it may be well to review briefly 
the steps to be taken in the consolida­
tion of accounts, and for that purpose 
they are stated as follows:
1. Procure a chart showing the capital 
structure of all companies and their 
relation to the parent company.
2. Anticipate the various statements 
required and arrange for the neces­
sary information to be included in 
the working papers for each com­
pany.
3. Adopt a tentative classification of 
accounts for the consolidated state­
ments to be issued.
4. Classify the accounts of each com­
pany to conform to the classification 
adopted and apply the usual adjust­
ing entries.
5. Combine the adjusted accounts of 
the individual companies and apply 
the consolidating adjustments.
When the consolidated accounts are 
completed, intercompany items, such 
as intercompany investments, inter­
company current accounts, and inter­
company profit in the inventory, will 
have been eliminated from the balance- 
sheet. Likewise, intercompany divi­
dends and intercompany transactions 
affecting the income accounts of the 
companies will have been excluded 
f om the consolidated statements of 
surplus and income.
The purpose of consolidated state­
ments is to show the financial position 
and operating results of a group of 
affiliated companies, as if they were a 
single entity with the capital structure 
of the parent company. When subsidi­
aries included in a consolidation are not 
wholly owned, a new balance-sheet 
classification is created to show the 
equity of minority stockholders in the 
net assets of subsidiaries, represented by 
their proportion of the capital stock and 
surplus of those companies.
Working papers for consolidated ac­
counts may be properly termed the 
master working papers, and their prepa­
ration constitutes an audit of the orig­
inal working papers for the individual 
companies. The accounting records ex­
amined form the basis of the original 
working papers on which the informa­
tion contained in the books of account 
is recorded in condensed form. A similar 
relationship exists between the master 
working papers and the original papers 
for the individual companies.
The master working papers should 
not be merely a mechanical device for 
combining and adjusting the accounts, 
but should be sufficiently informative 
to support adequately the consolidated 
statements, taking into consideration 
the advanced stage to which the work 
has progressed. They should include 
summaries supporting each account 
classification on the consolidated bal­
ance-sheet. The extent to which detailed 
information in the original working 
papers should be brought into the 
master set would depend upon the indi­
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vidual case and the statements required, 
but the master papers should be com­
plete to the point of affording a medium 
for a final review and approval of the 
accounts by a principal, with little if 
any reference to the original papers for 
the individual companies.
The progress of the consolidation 
should be orderly, so as to leave a clear 
record from the point of beginning to 
the published report. While accounting 
difficulties may be encountered in the 
application of consolidating adjust­
ments in particular cases, the main 
problem is usually one of mechanical 
procedure.
The consolidation of two or three 
companies does not present any par­
ticular problem and the horizontal 
method of using consolidating work 
sheets, with account classifications at 
the left side and the names of the com­
panies at the top of the columns, will 
answer the purpose. The reverse order 
or vertical method, with account classi­
fications at the top of the columns and 
the names of the companies listed down­
ward at the left side, is the better form 
for most consolidations, as its flexibility 
precludes mechanical difficulties re­
gardless of the number of companies 
involved.
Consolidation of Domestic 
Subsidiaries
The mechanics of consolidation and 
the vertical method referred to will be 
illustrated by introducing a hypothet­
ical case, and for that purpose certain 
pages from the book, Audit Working 
Papers, by Maurice Peloubet, have 
been reproduced through the courtesy 
of the author. These exhibits (pages 
309, 310, 166, 279, and 280) present a 
consolidation of a group of domestic 
companies and show the relation be­
tween the accounts of an individual 
company and the consolidated state­
ments, the mechanics of consolidation 
and the final result, together with an 
example of how more than one state­
ment can be prepared from the same 
papers.
Consolidation of the balance-sheets is 
shown on exhibit page 309 and that of 
the income accounts on exhibit page 
310. The advantage of the vertical 
grouping of amounts in each classifica­
tion, as a medium for a quick review of 
the accounts as a whole, is apparent 
at a glance. The expansion possibilities 
downward are unlimited for the inclu­
sion of any number of companies, the 
introduction of subtotals by groups of 
companies, and the summarization of 
adjustments. Very little space is re­
quired for each additional company or 
other added feature as the measurement 
is by lines instead of columns.
The amounts combined in the bal­
ance-sheet consolidation represent the 
adjusted accounts of the individual 
companies transferred from similar 
work sheets classifying the accounts of 
each company. The accounts of the 
parent company and its wholly owned 
subsidiaries have been entered first and 
subtotals brought down before adding 
the company not wholly owned. Black 
and red figures are used for debit and 
credit accounts respectively. The source 
of the amounts for one of the hypothet­
ical companies is shown on exhibit page 
166, which sets out the classification of 
the accounts from the trial balance of 
that company and the application of 
the usual adjusting entries.
Consolidating adjustments have been 
classified as to intercompany elimina­
tions, equity of minority stockholders, 
and intercompany profit in the inven­
tory. A separate entry has been made 
for the total of each type of adjustments 
which are detailed and summarized on 
supporting schedules.
The same general procedure is fol­
lowed in the consolidation of the income 
accounts on exhibit page 310 and the 
details will not be repeated. Consolidat­
ing adjustments to the combined in­
come accounts include the elimination 
of intercompany sales and purchases, 
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intercompany interest and dividends, 
and intercompany profit in the inven­
tory, together with the segregation of 
the minority equity in the earnings for 
the year. Each general classification of 
income and expenses would be sup­
ported by detailed schedules.
The consolidated statements to be 
issued would, of course, be drawn up 
from the columnar totals on the work 
sheets illustrated. When a comprehen­
sive report is required, the working 
papers should be arranged in such a 
manner that various statements may be 
prepared from the same papers. This 
feature is illustrated by exhibits pages 
279 and 280, which present the composi­
tion of the consolidated balance-sheet 
and income account showing the con­
solidation in two stages, (1) the parent 
company and wholly owned subsidiaries 
and (2) the final result after adding the 
other affiliated company. Reference to 
the consolidating work sheets will dis­
close that the accounts of the companies 
were grouped to facilitate the prepara­
tion of statements of this character.
Consolidation of Foreign 
Subsidiaries
Accountants are sometimes faced 
with the question—“To consolidate or 
not to consolidate.” The decision can­
not always be reached until the accounts 
have been consolidated and carefully 
reviewed, and that factor must be 
taken into consideration in the mechan­
ical process of consolidation. Some of 
the special problems of the present day 
are outlined in the bulletin, “Foreign 
Operations and Foreign Exchange,” 
issued by the committee on accounting 
procedure, from which the following 
statement is quoted:
“The disturbed conditions abroad, 
and the uncertain future, make it neces­
sary to reconsider the accounting treat­
ment of assets, liabilities, losses, and 
gains involved in the conduct of foreign 
business, and included in the financial 
statements. . . . It is clear that in many 
cases in which statements of foreign sub­
sidiaries have been consolidated with 
statements of United States companies 
this practice can no longer be followed.”
Procedures outlined in the bulletin 
cite four possible ways of providing ade­
quate disclosure of information relating 
to foreign subsidiaries, but it may not 
be possible to determine at the outset 
what form of report will be appropriate. 
The working papers should, therefore, 
be designed to provide readily various 
statements as follows:
1. Statements of the parent company 
showing investment in and income 
from foreign subsidiaries separate 
from those of domestic subsidiaries.
2. Consolidated statements of domestic 
companies only.
3. Combined statements of foreign sub­
sidiaries.
4. Consolidated statements of all com­
panies, including foreign subsidi­
aries.
The mechanical problem of consoli­
dating accounts of foreign subsidiaries 
under present conditions affords an 
excellent example of the flexibility of 
the method under discussion. The situa­
tion is met by merely grouping the com­
panies in the downward listing, applying 
the necessary adjustments to each group 
and blocking in the group totals, and 
applying the final consolidating adjust­
ments to the combined accounts. The 
result is a complete consolidation in the 
usual manner, except that the different 
stages of the consolidation will be 
clearly shown. The first stage is the con­
solidation of domestic companies which 
precedes the listing of foreign subsidi­
aries; the second stage combines the 
accounts of foreign subsidiaries and 
eliminates intercompany accounts with­
in the group; and the last stage is 
the inclusion of foreign subsidiaries and 
final consolidating adjustments to pro­
duce the consolidated accounts of all 
companies.
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Consolidation of a Large Number 
of Companies
Regardless of the number of com­
panies being audited and the division of 
responsibility for the work, the consoli­
dated accounts must in the final analy­
sis clear through a single mind. When a 
large number of companies is involved 
the need for proper control of the ma­
terial leading up to the consolidated ac­
counts becomes very definite. The time 
element is an important factor as are 
also the mechanical balancing of the 
figures and the difficulty in obtaining 
uniformity in classification of the ac­
counts of individual companies.
The information contained in the 
master working papers should be com­
prehensive but concise. Comparative 
figures and brief descriptive notes can 
often replace a mass of details and yet 
present all the information necessary 
for a final review.
A large enterprise may include do­
mestic companies which can be classi­
fied into several distinct industrial 
groups, although they may be in kin­
dred lines of business. It may also have 
widespread foreign interests, both in the 
war zones and in other countries not 
directly affected. It is desirable in such 
cases to combine the accounts by classi­
fied groups and provide master con­
solidating work sheets of the same form 
as illustrated, on which would be en­
tered the industrial and geographical 
classifications and group totals from 
supporting schedules showing the com­
position of each group.
Some practitioners construct their 
working papers on the basis of a work­
ing balance-sheet prepared from the 
company’s trial balance per books. Each 
item on the balance-sheet is supported 
by a leading schedule, the purpose of 
which is to group the accounts ac­
cording to balance-sheet classifications. 
The leading schedules are followed by 
such detailed schedules as may be re­
quired to support the items classified. 
The working balance-sheet and leading 
schedules are arranged in comparative 
form to show also the balance-sheet and 
its composition at the beginning of the 
year.
Due to the comparative features 
throughout the compilation, the work­
ing-balance-sheet method appears to 
have merit in its application to the 
master working papers for a large en­
gagement. It is to a great extent only a 
variation of the vertical method illus­
trated, although work sheets of both 
the vertical and horizontal types are 
used. This method will now be briefly 
outlined:
The working balance-sheet for a con­
solidation is constructed according to 
the regular balance-sheet arrangement, 
with a column on the left side of the ac­
count classifications for the balance- 
sheet at the beginning of the year. To 
the right of the account classifications 
follows a column for the combined ac­
counts of the current date, one or two 
columns for adjustments, and a column 
for the consolidated accounts.
Each classification on the consolidat­
ing balance-sheet is supported by a 
leading schedule on which the accounts 
are combined from the balance-sheets 
and leading schedules for the individual 
companies. These schedules show the 
listing of the companies downward and 
they serve the same general purpose as 
the form illustrated, except that more 
than one schedule is used. A separate 
leading schedule may be used for each 
classification, such as current assets, 
current liabilities, etc., or one for each 
item on the balance-sheet. Duplicate 
listing of the names of the companies 
at the time the work is in progress is 
avoided by the use of a duplicating 
machine in providing paper for a par­
ticular job.
Control of the accounts as a whole 
while the work is in progress is provided 
by a columnar work sheet in balance- 
sheet arrangement for recording the 
balance-sheets of the individual com- 
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parties. This control sheet is not essen­
tial, but it may be used as a double 
check on the accuracy of the compila­
tion and it makes available the balance- 
sheets of all of the companies in a con­
venient form.
Usually a large group of companies 
will have efficient accounting depart­
ments with close supervision being exer­
cised by the parent company. In such 
cases the usual adjustments may be few 
and only of minor importance, and the 
master working papers may well in­
clude those adjustments irl addition to 
the consolidating adjustments, applying 
both classes to the combined accounts 
per books.
Under both of the methods reviewed, 
the work of consolidation can be di­
vided among several men, even to the 
extreme of using one man for each item 
on the balance-sheet. As stated before, 
the preparation of the master working 
papers constitutes an audit of the orig­
inal papers for the individual companies, 
and while a cursory review of the origi­
nal papers by companies is required, 
the detailed review should be combined 
with the preparation of the master 
working papers.
The need of adequate working papers, 
both for current use and for future 
reference, has been well established. 
When consolidated accounts are under 
consideration it is important to be as­
sured that the accounts have been com­
bined in their proper classification, that 
they have been properly verified, and 
that some important point has not been 
overlooked in the mass of material ac­
cumulated since the job was com­
menced. The assurance of all of these 
things is the function of the working 
papers for consolidated accounts.
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Recent Extensions of Audit Procedure 
on Working Papers
BY M. C. CONICK, PITTSBURGH
Member, American Institute of Accountants
W
hen the chairman of this dis­
cussion on audit working pa­
pers, Maurice E. Peloubet, 
asked me to present my views upon the 
subject, “To What Extent Is Standard­
ization of Working Papers in a Practice 
Possible or Desirable—and—The Effect 
of Recent Extensions of Audit Proce­
dure on Working Papers Covering (a) 
Inventories, (b) Receivables,” I was 
delighted to accept the invitation.
Without further ado, therefore, I will 
proceed with the subject, which em­
braces two parts—the first dealing with 
the practicability of standardized work­
ing papers and the second, the effect of 
the recent extensions of audit procedure 
on working papers. As to both proposi­
tions, my conclusions are that stand­
ardization of working papers in prac­
tice is not only possible but desirable if 
an orderly audit program is to be had, 
providing that such procedure is not 
substituted for the judgment of the 
auditors assigned to the job, and that 
the recent audit procedures with respect 
to inventories and receivables have 
brought about far-reaching effects upon 
the independent auditor’s working pa­
pers.
I shall preface the reasoning of my 
first conclusion by two definitions—one 
of working papers and the other of 
standardization:
Working papers are the auditor’s 
written record of the accounts analyzed 
and the procedure followed by him in 
verification of such accounts, which 
papers then become the basis of the 
comments, statements, and opinion 
presented in his report.
Standardization implies a rule estab­
lished by authority, custom, or general 
consent; a model or example; criterion; 
test; in general, a definite level, degree, 
material, character, quality, or the like, 
viewed as that which is proper and ade­
quate for a given purpose. In business, 
a carefully thought out method of per­
forming a task, or carefully drawn speci­
fications covering material or equip­
ment.
Let us now proceed to the practical 
application of these definitions in the 
practice of accounting. While working 
papers may generally be described as 
the auditor’s record of the accounts 
analyzed and the basis of verification, 
they also have certain definite limita­
tions. For example, they are not in­
tended to be in the nature of a codifica­
tion of the auditor’s responsibilities or a 
statement of accounting principles, nor 
are they an advance standardized pre­
scription of all conceivable steps which 
might be covered in the audit.
On the other hand, the working pa­
pers command the thoughts of the 
seniors in charge in prescribing a care­
fully thought out method of conduct­
ing the audit sufficiently adequate to 
call to the attention of the men on the 
job in advance of the audit the essen­
tials of the data to be listed and the 
inquiries to be made. If previous work­
ing papers are available, they should be 
used only as guides in modeling suc­
ceeding working papers. It is not at all 
surprising how well an experienced 
practitioner, if he will but give it the 
proper study and time, can lay out in 
advance of the audit a practical, com-
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prehensive, and standardized set of 
working papers and queries. The time 
and care with which this is done deter­
mine to a large measure the successful 
outcome of the audit. I do not wish to 
convey the impression that the working 
papers so designed and the bases of 
verification laid down are permanently 
established. This would be possible if it 
were not for the fact that accounting 
and auditing are social sciences and as 
such are not static. For this reason 
every succeeding engagement calls for 
additional original thinking on the part 
of the seniors in charge. It is evident, 
therefore, that standardization of work­
ing papers and audit queries, coupled 
with judgment, can be made both 
practical and desirable. Such procedure 
will save the time of the assistants on 
the job, may become a supplement to 
the audit procedure, and will enable the 
senior to review the work of his assist­
ants more intelligently than otherwise. 
But, this discussion would be incom­
plete if, in noting the advantages, we 
would fail to call attention to certain of 
the dangers inherent in the standardiza­
tion of working papers and audit 
queries.
To discuss this phase of the question, 
let me first ask if you know of any im­
portant embezzlement, manipulation of 
accounts, or other irregularity which 
was discovered through the continuous 
application of standard procedures. I 
don’t. Somewhere, somebody made a 
change. It may be that the audit was 
commenced on a date not generally ex­
pected; perhaps the manipulator was 
away from the office on account of ill­
ness or vacation; or perchance the 
method of verification analysis was so 
changed as to enable the senior to more 
readily detect the hidden signal which 
led to the discovery. I must admit that I 
have never found any irregularity 
worthy of the name without the applica­
tion of either a surprise procedure or an 
unexpected change of procedure.
What, therefore, must a practitioner 
observe and possibly avoid if standard­
ization in working papers and audit 
queries is adhered to rigidly?
1. Avoid too great familiarity with your 
working papers and procedure on the 
part of the client’s employees.
2. Avoid too much reliance upon hand­
somely prepared papers, as the effort 
of your assistants in this regard may 
blind them to the more important 
phases of the audit,—although neat­
ness and completeness are most 
desirable.
3. Minimize the extent to which the 
client’s employees may be allowed to 
prepare certain working papers, usu­
ally permitted in the interest of 
economy, although economy in the 
cost of every audit engagement 
should never be disregarded.
4. Avoid too great reliance upon the 
completeness of your working papers 
as a basis of fulfilling your responsi­
bility as an independent auditor. 
Your everlasting vigilance is also 
required, for the filling in of blank 
spaces on standardized working pa­
pers is apt to become mechanical and 
not the exercise of professional skill.
We now come to the second part of 
this discussion,—namely, “The Effect 
of Recent Extensions of Audit Proce­
dure on Working Papers Covering (a) 
Inventories, (b) Receivables.”
The effects I would summarize as 
follows:
1. A substantial increase in the volume 
of working papers, a major portion 
of which may remain with the client.
2. The character of the papers is such 
that little, if anything, can be done 
in advance of the application of the 
added procedures—i.e., months in 
advance.
3. The queries are somewhat different 
from former procedures; the auditor 
is now coming in direct contact with 
the physical materials in the inven­
tory and with the client’s customers 
through the verification notices, by 
follow-up letters, or otherwise.
4. The working papers are more com­
plete with respect to comments upon
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the obsolete and slow-moving inven­
tories, price variations between in­
ventory periods, conversations with 
the client’s workmen in the factories 
and warehouses on matters of inven­
tories, markings on the materials 
regarding hypothecations, if any, and 
the warehouse receipts if so stored.
5. The extension respecting receivables 
is causing more complete working 
papers in the matters of customers’ 
complaints regarding the products 
sold to them, the sufficiency of the 
reserves for bad accounts, unre­
corded discounts and allowances 
made to customers, and, in general, 
the actual existence of the recorded 
debtor.
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to the Audit Program 
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I
N attempting to produce consist­
ently good working papers, many 
accounting firms have adopted the 
use of various questionnaires as a part 
of their standard auditing procedure. 
These questionnaires vary as to form 
and arrangement but, collectively, aim 
to accomplish three primary objectives: 
(1) tentative determination of the ex­
tent and effectiveness of the client’s 
system of internal control; (2) develop­
ment of an adequate audit program, 
appropriate in the light of the system of 
internal control; and (3), a summary of 
the extent of the auditing tests and 
checks made and of observations as to 
the actual effectiveness of the system of 
internal control.
The first objective is often accom­
plished by the use of a questionnaire 
designed to facilitate inquiry as to the 
client’s bookkeeping methods in record­
ing various types of transactions, the 
practices followed in the handling of 
cash, and the duties performed by 
various office employees. It must be 
borne in mind that any opinions formed 
by the accountant based upon this ques­
tionnaire are purely tentative. They can 
only serve as a basis for outlining a 
tentative audit program which will be 
subject to change whenever the auditing 
tests performed disclose weaknesses in 
the system of internal control or devia­
tions from the practices stated to be 
followed. Nevertheless, the preliminary 
survey is essential for intelligent plan­
ning of an appropriate audit program.
A written audit program which the 
accountant deems to be appropriate, 
without making a detailed audit of the 
transactions for the period under review, 
should be prepared by the supervising 
accountant or principal responsible 
for the conduct of the audit. Fre­
quently, such a program is embodied in, 
or is supplemented by, a further ques­
tionnaire. This questionnaire has for its 
purpose, in addition to the budgeting 
of time to be expended on various 
phases of the engagement, the creation 
of a permanent record for the account­
ant’s files showing, specifically and in 
detail, the exact nature and extent of 
the auditing checks and tests performed 
by the accountants assigned to the 
engagement. The answers to the ques­
tions included therein record the operat­
ing effectiveness of the system of inter­
nal control and pertinent facts disclosed 
in the course of the audit relative to 
accounts and transactions examined.
Regardless of the number or arrange­
ment thereof, if such questionnaires are 
designed and used with a view toward 
the objectives herein stated, they will 
serve to improve the completeness of 
the accountant’s working papers, to 
correlate the audit program with the 
client’s accounting policies and book­
keeping methods, and will facilitate the 
review of the working papers for the 
purpose of determining whether or not 
an adequate examination has been 
made. Moreover, the accountant will 
have for his files permanent and positive 
proof of the adequacy of his examina­
tion assuming, of course, that prudent 
judgment had been exercised.
Hence, the relationship of the ques­
tionnaires to the audit program may 
be summarized as follows:
1. The questionnaire as to the theo­
retical system of internal control 
precedes and forms the basis for a 
tentative audit program.
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2. The questionnaire as to the actual 
system of internal control forms the 
basis for amendments of the audit 
program to meet the situations en­
countered.
3. The questionnaire as to the nature 
and extent of the auditing tests and 
checks performed amplifies the audit 
program by demonstrating that the 
audit has been made as outlined.
4. The questionnaire as to factual data 
supplements the audit analyses and 
schedules and aids in the summariza­
tion of matters to be made the sub­
ject of comment in the accountant’s 
report or other communications to 
his client.
5. Collectively, the questionnaires, the 
audit program, and the analyses and 
schedules become the basis for the 
accountant’s opinions and his evi­
dence of an adequate examination 
and a fair report.
In addition to supplementary memo­
randa relating to matters such as cor­
porate minutes, contracts, leases, and 
other agreements, etc., the accountant’s 
working papers comprise the following:
1. Trial balances of general and sub­
sidiary ledgers showing the status of 
accounts at the commencement of 
the audit.
2. Adjustments recommended by the 
accountant and incorporated into 
the client’s records.
3. Analyses and schedules of book ac­
counts, together with related adjust­
ments and summaries of the contents 
thereof, as presented in the financial 
statements and notations as to mat­
ters worthy of comment in the ac­
countant’s report.
4. Completed audit programs and ques­
tionnaires as outlined hereinbefore.
With the working papers completed 
and adjustments applied to the trial 
balances, schedules showing grouping 
of various book-account balances rep­
resented by single items in the financial 
statements should be prepared.
Without such grouping schedules, 
showing precisely the composition of 
items presented in the financial state­
ments and the treatment accorded to 
every item appearing on the trial bal­
ances, the relation between the working 
papers and the audit report may be 
obscure. In fact, the working papers 
may become almost unintelligible and 
the report may not be susceptible of 
demonstrable accuracy.
On the other hand, carefully prepared 
grouping schedules become the missing 
link between the working papers and 
the audit report. By means thereof, the 
accountant can readily establish a defi­
nite relationship between the working 
papers and the audit report. The former 
exhibits the adequacy of the examina­
tion, the composition of the book ac­
counts, and the client’s accounting 
policies. The latter reflects the financial 
position and accounting policies of the 
client and the accountant’s informed 
opinion with respect thereto.
In the case of consolidated state­
ments, the schedules showing the group­
ings of items appearing on the trial 
balances of the individual companies 
are supplemented by consolidating state­
ments showing the details of intercom­
pany eliminations and the consolidated 
totals. The same principles and objectives 
are involved as in the preparation of 
reports for individual companies.
Obviously, if differently classified re­
ports or tax returns are required for 
different purposes, supplemental group­
ing schedules must be prepared to sup­
port each separate report or tax return 
to the extent that different classifica­
tions occur.
In order to bring about the closest 
possible relationship between the work­
ing papers and the audit report, it is 
vitally important that the accountants 
engaged on the audit constantly keep in 
mind the purposes for which the various 
analyses and schedules are being made 
and the manner of presentation of the 
related material in the audit report. By 
so doing, much unnecessary work will 
be eliminated, more valuable and per­
tinent information will be accumulated, 
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By George o. May, New York
Vice chairman of committee on accounting procedure, Ameri­
can Institute of Accountants
I
 dare say some of you may feel that 
we haven’t made as much progress 
as you think we should have, but 
we know that accountants are mostly 
conservative by nature—they have all 
fairly well established practices, and are 
reluctant to change them. We don’t 
want to move without being fairly sure 
of our ground.
As I see our work, we have two broad 
objectives we must always keep in mind. 
One is to deal with the everyday prob­
lems and give as much help as we can to 
members in deciding what are the best 
practices current in respect to those, 
and the other is to take a rather broader 
view and see what changes in the gen­
eral outlook may be called for by 
changed conditions—to be a bit imag­
inative and, perhaps, a little bold at 
times in striking out on new lines.
We have to try to coordinate those 
objectives, and I think as we study our 
problems, we see that the whole prob­
lem of accounting is very much the 
same as the problem of law—that you 
constantly find you have two objectives 
you are trying to attain, and they are in 
a certain amount of conflict. The prob­
lem is to reconcile conflicting objectives. 
We must reconcile the two broad ob­
jectives of stability and adaptability.
I have no doubt some of you read 
some articles in the Atlantic Monthly, 
one by an assistant Attorney General 
and one by a famous New York lawyer, 
Arthur Ballantine, on that question, in 
which they point to a revolution—as it 
is called—in the Supreme Court. They 
emphasize that the Supreme Court now 
is shifting its emphasis from stability to 
adaptability, and is willing to re-exam- 
ing every old precedent and abandon 
any old principle if such change seems to 
it to be justified "on a purely pragmatic 
basis by present needs.” I think we have 
to proceed along those lines. At the same 
time we don’t want to disturb anything 
unless we are sure we are disturbing it in 
the right way—that we bring about 
an improvement and not merely a 
change.
I just say these introductory words 
to indicate that the kind of task we face 
is not a simple one, and that the bulle­
tins you see represent a lot more work 
than you would think had ever gone 
into them, because in framing them we 
are trying to think of other applications 
of the same principles that will arise 
in the future, and we are trying to re­
flect the views—or at least elicit the 
views—of people all over the country 
before we promulgate them.
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By henry A. Horne, new York
Member of committee on accounting procedure, American 
Institute of Accountants
O
ne of my earliest memories re- 
lated to accountancy as a pro­
fession has to do with a fre­
quently repeated comment (probably a 
complaint) that there were no reported 
cases of accounting practice and pro­
cedure. How easy it is to remember the 
comparison with the legal profession. 
With many law courts handing down 
many decisions; with well managed re­
porting services making those decisions 
available to all practitioners; and with 
large and well equipped law libraries 
preserving all that material in well or­
ganized classifications; it seemed that 
the lawyer had a great advantage over 
the accountant when it became neces­
sary to back his opinion with “wise 
saws and modern instances.”
Other professions had comparable 
public records. The achievements of 
engineers stood open to the world’s in­
spection, and the detailed plans and 
specifications were matters of public in­
formation. The methods adopted to 
overcome construction difficulties were 
described in specific detail in the engi­
neering journals. The medical profes­
sion had thousands of case histories 
that had been prepared in hospitals all 
over the land and all around the world. 
The results of the treatments adopted 
for the cure of disease were discussed in 
the journals of the medical societies. 
Much the same thing could be said 
about most of the work done by the 
practitioners of all other learned pro­
fessions.
At that time it was the custom to 
wrap a veil of utter secrecy about the 
financial accounts of an enterprise. 
Stockholders of a corporation got only 
the barest outlines of the operations of 
its affairs and, generally speaking, out­
siders got no information. The auditors 
and accountants of the corporation had 
an obligation then, as now, to preserve 
absolute silence as to all confidential 
information that they had.
Few corporations published the re­
ports of their auditors. The auditors 
had little recognition in the annual re­
ports of corporations. Often the form of 
the financial statements was decided by 
the corporation’s bookkeeping depart­
ment without reference to the auditors.
The only published discussions of ac­
counting principles, practices, or meth­
ods, were those contained in the few 
textbooks then available. Those were 
mostly of British origin and consider­
able mental reconciliation was needed 
before those books could be used as 
guides for American practice. When 
Robert Montgomery needed a text­
book on auditing for his classes he 
found it necessary to rewrite for Ameri­
can students the book published in 
London that had been written by Law­
rence Dicksee.
Perhaps those memories have domi­
nated our thinking on this subject in all 
the intervening years. Certain it is that 
there has been a great deal said, for a 
long time, about a code of accounting 
principles, but until very recent years 
nothing much has been done about it.
The reorganization, in 1916, of our 
national professional society as The 
American Institute of Accountants was 
the outcome of a courageous movement 
to uplift all the standards of the profes­
sion. The new organization was only one 
year old when a committee on procedure 
was organized. For several years it was 
continued. Some of our very best men 
served as members of the committee 
during successive years. They took time 
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out of their busy lives to consider and 
decide on the questions of accounting 
procedure that were referred to them 
through the office of the Institute. 
They did not, on their own motion, ini­
tiate inquiries and no attempt was made 
to assemble a code of principles or pro­
cedures. In 1920 a committee on ac­
counting terminology was appointed.
During the latter part of the decade 
of the 1920’s, the committee on pro­
cedure became inactive and was dropped 
from the list of Institute committees. It 
is probable that the reason was that 
new methods had been adopted for do­
ing the work formerly done by the 
committee. Inquiries about accounting 
procedures that came to the office of the 
Institute were referred by the staff to a 
small group (half a dozen or so) of emi­
nent accountants. They were selected 
from a rather large list of members of 
the Institute who were willing to give 
of their time in considering and decid­
ing questions in the accounting fields in 
which they had special aptitude and 
experience. Some of the more important 
inquiries and the answers (often some­
what divergent) were published in a 
series of special bulletins for the infor­
mation of the entire membership of the 
Institute.
As need appeared, special committees 
were appointed to consider some par­
ticular questions that arose from time 
to time. An example is the special com­
mittee on definition of earned surplus 
appointed in 1929. Those special com­
mittees and the successive committees 
that worked on the very difficult termi­
nology assignment were the channels 
through which the Institute gave op­
portunity for expression of opinion con­
cerning changes in emphasis about ac­
counting matters.
At the 1930 annual meeting, the coun­
cil reported that a new committee had 
been appointed. The report stated:
“A special committee on accounting 
procedure which will undertake to study 
and render reports on matters of vital 
importance to the whole profession was 
appointed during the year. This com­
mittee is composed of eminent practi­
tioners and its conclusions should be of 
great assistance to accountants every­
where in furnishing a basis for standard 
practice in circumstances where there 
is no uniformity. The first question to 
which the committee turned its atten­
tion was that of stock dividends.”
The 1933 Year Book reported the ap­
pointment of a special committee on 
development of accounting principles. 
This committee was composed of the 
chairmen of all the committees that 
might find it necessary to express judg­
ment on matters of accounting prin­
ciple. They were the committees on 
cooperation with stock exchanges, with 
commercial bankers, with investment 
bankers, and with the Securities and 
Exchange Commission, and the com­
mittees on professional ethics, educa­
tion, and accounting procedure.
The two special committees were dis­
continued in 1936, and thereafter the 
standing committee on accounting pro­
cedure assumed the duties of both of the 
former special committees.
Enough has been said to make it clear 
that the Institute knew that there was a 
need. Also, that the method of supply­
ing the need had not been found.
At the first meeting of the 1937 
committee on accounting procedure 
the chairman, George O. May, pro­
posed that the committee depart from 
the previous practice of awaiting ques­
tions, and that it proceed to give con­
sideration to matters within the scope 
of its authority on its own initiative. 
This was the first step toward the work 
in which the committee is now engaged. 
The committee adopted the suggestion. 
A new vitality appeared in committee 
work and in decisions. At the end of 
that year the report made in September, 
1938, by the committee to the council 
contained the following suggestion:
“Another more ambitious suggestion 
is that the Institute should create, un­
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der the control of a somewhat enlarged 
committee on accounting procedure, a 
research department for the purpose of 
preparing studies on particular ques­
tions. ...”
The council approved the “ambitious 
suggestion.” It was apparent that it 
would require financing outside of the 
regular Institute budget. Farsighted 
members of the Institute who recog­
nized the long-term gain that could 
come from the work of the research de­
partment provided the funds that were 
needed immediately. Contributions came 
from individual practitioners, from 
small firms, from large firms. The com­
mittee acknowledges gratefully this fi­
nancial assistance. In addition to giving 
money the committeemen gave their 
time.
The committee was enlarged to 
twenty-two members, selected to give a 
broad range of viewpoints.
At the initial meeting of the enlarged 
committee the chairman outlined a pro­
gram of such intelligent inquiry that the 
entire committee became enthusiastic. 
Some of the men on the committee are 
primarily engaged in accountancy edu­
cation. To them the outline of the work 
proposed for the research department 
seemed like the dawn of a new day. 
Listening to their approval and express­
ing my own, I felt moved to quote from 
John Keats’ poem—
Then felt I like some watcher of the skies
When a new planet swims into his 
ken;
Or like stout Cortez when with eagle 
eyes
He stared at the Pacific and all his 
men
Look’d at each other with a wild sur­
mise
Silent, upon a peak in Darien.
It was natural that the accountancy 
educators should welcome the advent of 
the research department. They had 
been advocating it for years. In 1932, 
Eric Kohler had an article in the Ac­
counting Review entitled “Needed: A 
Research Plan for Accountancy.” Later 
in the same year, Howard Greer had an 
article on the same general subject in 
The Certified Public Accountant (maga­
zine).
Research Department
Early in 1939, the research depart­
ment was organized. Wisely, the com­
mittee decided that it should be headed 
by an educator, not by a practising ac­
countant. Parenthetically, it seems ap­
propriate to quote from an address 
made by Professor Sidney Winter at 
the May, 1939, institute on accounting 
held at Ohio State University. Pro­
fessor Winter was speaking of methods 
of developing a statement of account­
ing principles, among which methods he 
mentioned the possibility of the issuing 
of a set of pronouncements by our In­
stitute. He went on to say:
“The objections to the issuing of pro­
nouncements by an organization such 
as the American Institute of Account­
ants may not be so wholly obvious. 
Nevertheless, they seem to exist. Of ne­
cessity, the Institute must represent 
primarily the accounting practitioner. 
To this extent its pronouncements are 
biased. I do not overlook the fact that 
individual members of the Institute, as 
individuals, may be most willing and 
most able to render most helpful service 
to the government, to bankers, to in­
vestors, or to any other group, in a lim­
ited and reasonably objective way, but 
I cannot imagine these same individu­
als representing the Institute without 
regarding most subjectively the welfare 
of the accounting profession which the 
Institute is incorporated to represent. 
Those who from time to time direct the 
affairs and express the attitudes of this 
organization may in many instances 
view matters with considerable objec­
tivity and from long range, but they are 
handicapped in that they must respond 
in greater or lesser degree to the opin­
ions of the rank and file, opinions of 
those inclined to view with some alarm 
any proposals which apparently threaten 
to disturb established procedures. Prob­
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ably the greatest misfortune in this 
connection is the tendency to glorify 
practice—to contend that what is must 
be good because it is. It is not unlike the 
contention that the king can do no 
wrong. And just as sensible! It would 
seem that neither the public nor the 
regulatory authorities are going to have 
any patience with this type of ap­
proach.”
I have quoted at this length to show 
the type of reasoning that led to the 
selection of Dr. Thomas H. Sanders, of 
the Harvard Graduate School, as the 
director of research. During the first 
few months of the operation of the de­
partment, while Dr. Sanders was in 
England on another engagement, the 
directorship was filled by Professor W. 
Arnold Hosmer, also of the Harvard 
Graduate School.
The Institute has tried to select the 
members of the committee on account­
ing procedure from that group of ac­
countants described by Professor Win­
ter as those who can “view accountancy 
matters with considerable objectivity 
and from long range.” The coordinator 
of all research activities submits all 
programs and all proposed bulletins to 
the full committee. There is no disposi­
tion to adhere to an accounting pro­
cedure merely because it has been done 
that way in the past. In fact, the basic 
inquiries are, first—How has this situa­
tion been met in past practice? and sec­
ondly, Why? The answer to the second 
part of the question determines the 
content of the bulletin that results from 
the inquiry.
Though in my early days in account­
ancy there was very little published 
material available for case studies, that 
is not the situation at the present time. 
For abstract discussions we have a 
great variety of accounting textbooks 
and a number of periodical publications 
of which The Journal of Accountancy 
and the Accounting Review are repre­
sentative. The reports of Institute com­
mittees printed in the yearbooks and 
reports by committees of the state so­
cieties of certified public accountants are 
useful. For concrete problems and their 
solutions there are numerous decisions in 
tax cases by the United States Board of 
Tax Appeals, the circuit courts, and the 
Supreme Court. Tax decisions often need 
to be considered carefully because they 
apply primarily to taxable income (a 
statutory concept) but taxable income 
must in any event be “income” or it 
cannot be taxed by the federal govern­
ment. Other court decisions are avail­
able for study on a variety of detailed 
subjects that fall within the scope of 
accounting procedure.
Also, there have been reports, pro­
nouncements, classifications of accounts, 
and rulings, by a great number of gov­
ernmental agencies, including among 
others, the state public service commis­
sions, the Interstate Commerce Com­
mission, the Federal Communications 
Commission, and the Securities and 
Exchange Commission.
And finally there has become avail­
able a long series of reports by corpora­
tions to their stockholders, progres­
sively becoming more informative, and 
constituting a body of recorded ac­
counting practice (often with reasons 
given) that is very useful as-research 
material.
There is a temptation at this point to 
attempt to tell how the research de­
partment goes to work on its problems. 
But there is not time for that, and it 
might not be interesting.
Also, there is a temptation to talk 
about the way in which the vice chair­
man of the committee and the research 
director manage to squeeze out of the 
time of the busy committeemen a care­
ful and reasoned consideration of the 
projects presented. Dr. Sanders has an 
article in the March, 1940, Accounting 
Review that tells the story much more 
adequately than would be possible for 
me. It may be helpful to state that a 
rather flexible plan of appointing sub­
committees to work on separate proj­
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ects has been adopted. I say “flexible” 
because if it appears that results are not 
forthcoming from a delegation of a par­
ticular project, the same task is taken 
up otherwise.
Questions Discussed
At the outset it was realized that the 
committee could not possibly produce a 
complete body of doctrine as to ac­
counting procedure at one stroke.
It was determined that a beginning 
should be made. It was decided to study 
matters on which there seemed to be 
differences of opinion, with substantial 
logic in support of each of the various 
shades of opinion. The discussions of 
those subjects would, it was hoped, 
bring into the foreground the basic con­
cepts or principles that were believed to 
justify each of the variations in prac­
tice. To a very great extent this has oc­
curred.
You know about the research bulle­
tins that have been issued. Briefly, I 
remind you that they were on subjects 
as follows:
1. General introduction
2. Unamortized discount and redemp­
tion premium on bonds refunded
3. Quasi-reorganization or corporate 
readjustment
4. Foreign operations and foreign ex­
change
5. Depreciation on appreciation
6. Comparative statements
The committee has not finished with 
the depreciation on appreciation sub­
ject. If appreciation has been entered in 
accounts and as the result thereof there 
is in existence a credit account purport­
ing to be an “appraisal surplus” or 
something similar, the question as to its 
ultimate disposition is still before us. 
There are those who hold that it should 
be carried in that form indefinitely (the 
usual phrase is that it should be 
“frozen”) unless it be transferred to 
capital stock by the declaration of a 
stock dividend. Others believe that it 
should be transferred gradually to 
earned surplus in the amounts annually 
computable as the realization of appre­
ciation through depreciation allow­
ances.
There are three subjects now actively 
under discussion. They are:
1. Merchandise inventories
2. Accounting for stock dividends
3. Accounting for stock options issued 
to officers and employees
Research bulletins should be issued 
on each before long. The most progress 
has been made on the subject of mer­
chandise inventories and a preliminary 
statement appears in the October, 1940, 
issue of The Journal of Accountancy.
The two other subjects are not as well 
advanced, but both have been debated 
in a meeting of the entire committee.
Stock Dividends
The subject of the accounting treat­
ment of stock dividends has been con­
sidered as related to (a) the books of the 
issuing corporation and (b) the books 
of the recipient.
As to the accounts of the issuer, it was 
agreed that fundamentally stock divi­
dends have two characteristics—either 
a split-up which has no effect on corpo­
rate surplus or an impounding of sur­
plus, resulting in an increase in the 
statutory capital stock. In the latter 
case it is within the discretion of the 
directors, subject to the controlling 
statutes, to determine how much shall 
be impounded.
The committee is not altogether 
agreed as to the accounting for the 
stock dividend in the books of the 
recipient.
My own opinion was tersely ex­
pressed in an answer to a memorandum 
prepared for the committee by the di­
rector of research, in which appeared 
this question:
“Are there cases in which the receipt 
of stock dividends gives rise to a credit 
to income? If so, what cases?”
The answer that I penciled in the 
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margin was “Not until there is a new 
definition of income.’’
One of the most satisfying evidences 
of the objective approach adopted by 
the committee that I can think of oc­
curred in the course of the debate on 
this subject when, after groping around 
for all the ideas that could be thought 
of as possibly justifying the crediting 
of some amount to income on account 
of the receipt of a stock dividend, one of 
the committeemen arose and said, 
“Gentlemen, let us have done with 
sophistry. We all know that a stock 
dividend is not, never was, and never 
will be, income.”
That certainly is my opinion, though 
it was not I who stood up boldly to say 
it. Some persons seem to believe that a 
dividend distributed in another class of 
stock may be thought of as income. I do 
not. I think that preferred stock is not a 
debt but is a participation in proprietor­
ship. When preferred stock is issued as 
“a dividend” no assets have been sepa­
rated from the corporate property and 
distributed to the stockholders. Those 
stockholders have only some more 
pieces of paper.
Those who argue that the stockholder 
must have received income because he 
received something that he can sell seem 
to overlook the fact that if a corpora­
tion has earnings it is probable that the 
market price of the stock has increased 
ratably with the accumulated income, 
and hence is salable at a greater price. 
But the stockholder does not think he 
has received income if he does not 
choose to sell his stock. Why should he 
suddenly think he has received income 
merely because he has received an addi­
tional piece of paper to represent his 
unchanged investment in the company.
Basic Concepts
I stated earlier that it was hoped that 
the discussion of the accounting prin­
ciples that should be controlling in spe­
cific fields of application would cause a 
clearer understanding of the basic con­
cepts of accountancy. To as great an 
extent as was expected this has occurred. 
Perhaps it will be useful to speak of 
some of the thoughts that have been 
before the committee with respect to 
two of our basic principles, namely, (1) 
the distinction between capital and in­
come and (2) the principle of con­
servatism.
Capital and Income
The opening words of the book, A 
Statement of Accounting Principles, by 
Professors Sanders, Hatfield, and Moore, 
are “Since the distinction between capi­
tal and income is fundamental in ac­
counting and in business, it is desirable 
to set forth working definitions of these 
terms.”
There the difficulty begins. Econo­
mists, lawyers, and accountants are 
supposed to be informed on matters of 
capital and income. But each of those 
professions has its own definitions of 
both. Accountants have become ac­
customed to using the word “capital” 
in at least two senses. The phrase 
“capital assets” is indicative of one di­
rection of thinking. In another sense it 
is said that “capital . . . refers to the 
owner’s equity in . . . property.”
The book, An Introduction to Corpo­
rate Accounting Standards, by Professors 
Paton and Littleton, adopts a different 
method of presenting the fundamentals 
of accounting. Those authors think pri­
marily of a corporation as an entity in 
its own right entirely separate from its 
creditors or its proprietors. With that in 
mind they suggest that the process of 
accounting that is useful to that sepa­
rate business entity is “ a periodic match­
ing of costs and revenues.”
This method of thinking is in line 
with that expressed by Professor Win­
ter, then president of the American Ac­
counting Association, in the discussion 
at the 1939 institute on accounting of 
Ohio State University. He said in part:
“. . . by definition you could say that 
accounting is a discipline of some sort 
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which has for its purpose this: The re­
cording of costs; the allocating of those 
costs over a useful life. As that allocat­
ing of cost over a useful life goes on, you 
attempt to match against those costs 
revenues which have come into the busi­
ness. If you have more revenues than 
costs in this matching, you have in­
come; if you have more costs than reve­
nues, you have lost something. That 
is accounting.”
It seems to me, that if I had the obli­
gation of instilling basic concepts in the 
minds of young men who were taking 
up the study of accountancy—and of 
doing it in the shortest possible time— 
I should prefer to adopt the method sug­
gested by Professor Winter.
Those of us who studied under Pro­
fessor Joseph Hardcastle and who ab­
sorbed the philosophy of accounts from 
Charles Ezra Sprague felt that we had 
“come up the hard way.” Probably, 
however, we were thoroughly grounded 
and are not led astray too quickly by 
fallacious reasoning. But I recall that 
later when I read in an outline of a col­
lege accountancy course a description 
of its having been founded on the sim­
ple formula “Assets minus Liabilities 
equal Proprietorship,” it seemed like an 
attractive way of thinking about the 
matter. The phrase, “the equation of 
the balance-sheet,” was useful as a 
starting point for many discussions.
However, this seems to have placed 
too great an emphasis on “proprietor­
ship.” That emphasis has infected our 
thinking. Along with that ever-present 
thought of proprietorship has gone the 
phrase often heard in pseudo-legal dis­
cussions, “the corporate fiction.” Per­
haps these ideas explain why some 
people believe that a stockholder has re­
ceived income when he has received a 
stock dividend. Let us stop thinking 
about “the corporate fiction” and give 
some attention to “the corporate fact.” 
So long as a corporation is a separate 
legal entity (and that will be a long 
time) no stockholder will receive in­
come from the corporation until the 
corporation distributes to the stock­
holder some of the corporation’s sepa­
rately owned assets.
The thought of proprietorship by the 
stockholders seems somehow to have 
been behind the weird idea that treas­
ury stock can be an asset of a corpora­
tion. It seems too clear to require any 
words of explanation that a corporation 
cannot have, as its asset, a piece of 
itself. Acquisition of treasury stock 
cannot be anything other than a reduc­
tion of “economic capital.”
Conservatism
During the time when most published 
statements of account were prepared 
for grantors of credit it was natural, and 
perfectly proper, to submit balance- 
sheets in which there was evidence 
that overstatement was scrupulously 
avoided. The emphasis in such cases 
is very strongly on the amount of 
net current assets.
Recently, it has been declared that 
the most important purpose of corpo­
rate financial statements is the indica­
tion of prospective earning power.
The conservatism that, applied to a 
balance-sheet, shows the net assets at a 
low amount may be the reverse of con­
servatism in relation to the next fiscal 
period when realization of those assets 
is effected.
As an example, there are those who, 
in the name of conservatism, claim that 
merchandise inventories should be car­
ried at the lower of three amounts de­
scribable as follows: (1) cost; (2) realiz­
able amount; and (3) replacement cost. 
This means simply that the past period 
of time shall be charged with a loss not 
realized in order that a future fiscal 
period shall be able to realize a profit 
equal to the difference between the 
realizable amount and the replacement 
cost.
Conservatism does demand, when it 
is probable that part of the cost cannot 
be realized on sale, that such unrecov­
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erable cost shall be charged off as a loss, 
but in my opinion there is no justifica­
tion for using conservatism as an excuse 
for the writing down of assets to so low 
an amount that profits on realization in 
future periods are assured.
These comments often apply with 
particular emphasis when there has 
been a change in management of a cor­
poration’s business. The new manager 
wants to give himself a running start, 
and he proceeds to advocate a dras­
tic writing down of the corporation’s 
stock-in-trade (merchandise, market­
able securities, etc.). The excuse is 
"conservatism” but the reason is per­
sonal self-interest.
Comparable with this is the sugges­
tion occasionally heard in the early 
1930’s, that if the entire cost of a man­
ufacturing plant were charged off to ac­
cumulated surplus a very conservative 
balance-sheet would result, in which the 
plant would be shown at the nominal 
amount of $1, in the same manner as 
the patents, trade-marks, goodwill, and 
other intangible assets. Privately, one of 
the alleged merits of the suggestion was 
stated to be that thereafter there would 
be no need for the charging of deprecia­
tion to the cost of manufacturing.
Accountants are agreed that dis­
count on bonds should be amortized 
against income concurrently with the 
periodic charges for interest on the 
bonds. Some harsh words have been 
said about the dishonesty of income 
statements in which the interest deduc­
tion is shown at only the amount pay­
able on the bond coupons, because 
previously the bond discount had been 
charged off to surplus. It is much more 
important that all the costs of manu­
facturing and merchandising (cost of 
goods, depreciation of plant, etc.) shall 
be included in the profit-and-loss state­
ment than that the cost of borrowed 
capital shall be shown in its full amount.
I have deliberately selected some 
provocative subjects. There are argu­
ments pro and con.
For example there are investment 
companies which have very real prob­
lems in respect of their receipt of stock 
dividends. They want to be guided in a 
practical way.
We have members of the Institute 
who think of conservatism in relation to 
the balance-sheet only, and who give 
never a thought to conservatism as re­
lated to future profit-and-loss state­
ments.
I believe that the discussion at this 
round-table session will help us all.
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T
he term “research” is a high- 
sounding word which connotes 
seriousness of purpose, objective­
ness, and freedom of thought. It may 
be defined roughly as a quest for new 
knowledge, or as the analysis of known 
facts and the organization of those facts 
so that they may be viewed in their 
proper perspectives. The interest of 
accountants is in analysis and organiza­
tion; the profession is not seeking new 
discoveries but is attempting to dissect 
and synthesize theories and practices 
long known, so that they may be more 
solidly related.
Only a small percentage of the annual 
output of “research” studies can be 
classified as serious research. Tabula­
tions and surveys are turned out in 
wholesale lots, but rare and precious 
are those studies which have the pene­
trating characteristics of analysis, or­
ganization, and perspective. I have diffi­
culty in developing an interest in studies 
which report that 50 out of 300 com­
panies carry treasury stock as an asset 
while the others show it otherwise, or 
that a certain number of companies 
deduct reserves for depreciation from 
the assets to which they apply while 
others show them as liabilities or not 
at all. Nor am I impressed by surveys 
of practice which present all sorts of 
alternative treatments without bother­
ing to analyze underlying principles. 
When one encounters studies of these 
types, one is reminded of the nursery 
rhyme that “some like it hot, some like 
it cold, and some like it in the pot nine 
days old.”
Early in 1938, the American Institute 
of Accountants distributed to its mem­
bers a booklet entitled, A Statement 
of Accounting Principles, by Professors
Sanders, Hatfield, and Moore. A better 
title might have been, “A Survey of 
Accounting Practices.” It was not put 
forth as an official pronouncement of 
the Institute, but it could not help 
having a far-reaching effect on account­
ants. The authorship of the book has 
called for, and I am sure it has had, a 
“wide and respectful hearing”; but 
because of distinguished authorship 
there is a call for vigilance, lest we adopt 
or tolerate unjustifiable practices on the 
strength of the authors’ names. I can 
agree with many of the statements 
made in the document, but there are a 
large number that disturb me. In the 
time allotted here, I should like to refer 
to some of those disturbing elements.
Capital Gains and Losses—Charges 
and Credits to Surplus
On page 25 of the Sanders, Hatfield, 
and Moore document, the following 
statement appears: “. . . the income 
statement exhibits the extent to which 
the proprietorship has increased or 
decreased during the fiscal period, with 
the exception of: (a) additional con­
tributions by stockholders or others, (b) 
returns of capital contributions, and 
(c) other exceptional increases and de­
creases discussed under ‘ Capital Gains 
and Losses.’” From this statement it 
appears that what we have come to call 
capital gains and losses are to be ex­
cluded from the income statement, 
while dividends which are a distribution 
of income and not a return of capital 
contributions are to be included. Then 
on page 27, the authors, speaking of 
the division of the income statement 
into an operating and nonoperating 
section, have this to say: “This section 
(the nonoperating section) . . . should 
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include such items as profit on sale of 
capital assets.” Here capital gains 
should be included in the income state­
ment, but no mention is made of losses 
from the sale of capital assets. Reading 
on to page 38 we encounter the follow­
ing: “So-called ‘capital gains’ and 
‘capital losses’ are conspicuous exam­
ples of occurrences affecting the asset 
values of a business enterprise for 
which accounting practice discloses no 
generally followed or standard method 
of accounting. The principles which 
should determine how such losses or 
gains should be accounted for are dis­
cussed in that section of this report 
which deals with conservatism in ac­
counting. Whether such gains or losses 
should be wholly included in the current 
income statement, wholly excluded 
from all income statements, or appor­
tioned among the current and succeed­
ing income statements, is a matter to 
be determined by sound business judg­
ment, made upon all the facts of the 
particular case guided by the principle 
of conservatism.” The authors go on to 
tell us that when sound business judg­
ment dictates the exclusion of a capital 
gain or loss it is proper to carry it as a 
deferred charge in the balance-sheet. 
How can a capital gain be reported as 
a deferred charge? What asset charac­
teristics are present in a loss sustained 
to warrant its being shown among the 
assets? Are the dictates of sound busi­
ness judgment those of an independent 
accountant or of an interested manage­
ment? I would be glad to get answers 
to these questions.
I see no excuse for all this pussyfoot­
ing. A capital gain or loss is an item to 
be dealt with in the income statement, 
not, to be sure, as an addition or deduc­
tion in arriving at the net results from 
operations, but rather as a nonoperating 
addition to or deduction from such 
results. The objection that net income 
will be distorted if the gains or losses are 
material in amount strikes me as being 
disingenuous. All accountants agree 
that the income statement is important 
and all agree that there has been a shift 
in emphasis from the balance-sheet to 
the income statement, but I see nothing 
of the sacred-cow characteristics in that 
final figure in the income statement. 
B. S. Yamey in The Accountant for 
August 17, 1940, had this to say:
“This practice of stating current 
income at a reasonable figure and bury­
ing what are optimistically called ‘non­
recurring’ losses in balance-sheet ad­
justments is not unknown in Great 
Britain, and is a practice that should 
be discontinued. The reader of account­
ing reports should not have to hunt for 
his information, even if it is unpleas­
ant.”
In connection with the question of 
distorting net income, there appeared a 
statement in Accounting Research Bul­
letin No. 2 issued by the committee on 
accounting procedure, which deserves 
mention here. In its discussion of the 
immediate write-off of unamortized 
bond discount on a refunded issue, the 
bulletin had this to say: “If the charge 
is made against the current-income 
account, the results for that year are 
distorted, while if the charge is made 
against surplus, the fact that it is a 
proper charge against income for some 
period or periods is apt to be over­
looked.” Here, indeed, is a strange 
statement. It is admitted that a charge 
against the income of a single period 
may be proper—a position previously 
denied—yet the treatment is disallowed 
on the ground that the net income is 
thereby distorted. The bulletin goes on 
to say: “There is today a definite and 
growing disposition to avoid such re­
sults wherever possible by distributing 
charges over a period of years and of 
reflecting them under the appropriate 
head in the income account.” Could it 
have been this “growing disposition” 
that prompted Messrs. Sanders, Hat­
field, and Moore to suggest that capital 
losses may be treated as deferred 
charges? It seems strange to speak of a
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certain accounting treatment as avoid­
ing certain results. The results are 
present if a capital loss has been sus­
tained and no accounting treatment can 
avoid the result—all that can be avoided 
is showing the result.
Definitely related to this question of 
distorting income by the inclusion in the 
income statement of unusual gains or 
losses, are the two conflicting concepts 
of the income statement. To those who 
advocate the exclusion of unusual 
charges and credits to income, the con­
cept of the income statement is a report 
of recurring revenues and costs and the 
emphasis is on current earning power. 
The opposing view, expressed well by 
Professors Paton and Littleton in their 
recent book, An Introduction to Corpo­
rate Accounting Standards, recognizes 
the inherent weaknesses that will al­
ways be present in periodic income 
reporting and regards the income state­
ment as reporting asset changes result­
ing from transactions entered upon in 
the expectation that they will result in 
income. This second view, while all- 
embracing, does not deny the impor­
tance of reporting current earning 
power, but it does deny that a report of 
current earning power must exclude a 
showing of current earnings.
Treasury Stock
On page 90, Messrs. Sanders, Hatfield, 
and Moore make the following state­
ment: “Reacquired stock is, strictly 
speaking, not an asset, but may indi­
cate an instrument which may be used 
for obtaining assets. Reacquired stock 
should preferably be shown as a deduc­
tion from capital stock issued. It is un­
wise to make a fixed rule, however, 
since some circumstances seem to re­
quire, or at least to justify, its treat­
ment as an asset.” Not a single reason 
nor a single example is offered in sup­
port of the conclusion that under some 
circumstances reacquired shares may 
be carried as an asset. It is true that 
reacquired shares may be instruments 
used for obtaining assets, but this is also 
true of unissued shares; yet I am sure 
that no accountant would say that 
under some circumstances unissued 
stock may be shown as an asset. I can­
not think of any circumstance which 
would justify the treatment of reac­
quired shares as an asset, though 
F. P. Byerly, in the August, 1937, issue 
of The Journal of Accountancy gave an 
example of a case which he apparently 
thought justified such treatment. Here 
is Mr. Byerly’s example: “Suppose a 
company purchases its own stock 
in connection with a bona fide profit- 
sharing plan for the officers and em­
ployees. Suppose, too, that such bonuses 
are annually accrued in the accounts 
and that payments of the bonuses are 
deferred until the following year. The 
year-end balance-sheet will, of course, 
show a liability for the accrued bonuses 
unpaid, which have been charged to 
income and thus indirectly to surplus. 
If under these conditions the treasury 
stock acquired for application in partial 
liquidation of the bonus liability is 
deducted from surplus in the balance- 
sheet instead of being shown as an as­
set, it seems obvious that surplus has 
been twice charged in the same transac­
tion.” I would answer Mr. Byerly in 
this way: (1) We have, in the example 
given, not one transaction but two 
transactions; (2) I would not charge 
surplus with the cost of the treasury 
shares but rather I would show that 
cost as an unallocated reduction in the 
proprietorship equity. No one can deny 
that at the date of the balance-sheet the 
total proprietorship equity has been 
reduced by the purchase of the treasury 
shares. The fact that these treasury 
shares are later to be sold or issued as a 
bonus does not warrant their classifica­
tion as an asset any more than we would 
want to set up unissued shares as an 
asset if they were to be used in payment 
of the bonus. (3) The accrual of the 
bonus resulted in a temporary shift 
from proprietorship equity to creditor 
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equity which could be clearly explained 
by cross reference between the item of 
treasury stock and the accrued bonus 
liability. (4) It is true that under the 
treatment I suggest there will be re­
ported a double reduction in the pro­
prietorship equity, but if we adhere to 
the thought that a balance-sheet is pre­
pared as of a given point of time, the 
plain fact is that at the date of the 
balance-sheet there is actually a double 
reduction in the proprietorship equity 
and to conceal this by showing the treas­
ury shares as an asset is, in my opinion, 
to misstate the facts.
Returning now to the Sanders, Hat­
field, and Moore document, the authors 
state that when shares are reacquired 
through donation or purchase at a nomi­
nal amount, “the resulting capital 
surplus is a somewhat nominal item.” 
Under such circumstances they are of 
the opinion that it may be preferable 
to show the reacquired stock as an 
asset at cost. This is, without doubt, 
the weakest argument that could be 
put forth for the showing of reacquired 
shares as an asset. Even those account­
ants who still insist that reacquired 
shares are an asset will, I am certain, 
admit grave doubts as to the asset 
characteristics of shares reacquired 
through donation or at a nominal 
amount. While Messrs. Sanders, Hat­
field, and Moore think it unwise to 
make a fixed rule regarding the treat­
ment of reacquired shares I am of the 
opinion that a fixed rule is needed. I 
readily admit that judgment does and 
will always play a large part in account­
ing statements, but I can see no good 
reason for leaving the treatment of 
reacquired shares within the judgment 
area.
Paton and Littleton have taken a 
firm stand on the question of reacquired 
shares, holding that “the acquisition of 
outstanding shares by the issuing com­
pany is in effect a withdrawal of in­
vested assets by the security holders” 
and that “the treatment . . . should 
be consistent with their nature as 
capital.” Their position is definitely 
opposed, without exception, to the 
showing of reacquired shares as an 
asset.
Unamortized Bond Discount on 
Refunded Issues
On the question of unamortized bond 
discounts on refunded issues, we have 
the statements of Messrs. Sanders, Hat­
field, and Moore and the report of the 
committee on accounting procedure 
contained in Accounting Research Bul­
letin No. 2. Both of these documents 
mention three possible ways of dispos­
ing of the unamortized discount on the 
refunded issue: (1) By a direct charge 
to earned surplus; (2) by amortization 
over the life of the original issue; and (3) 
by amortization over the life of the new 
issue. Messrs. Sanders, Hatfield, and 
Moore would permit any one of these 
methods to be used, for they say “it is 
a proper function of management to 
choose which of the three methods 
shall be followed.”
The committee on the other hand 
has indicated a preference for the second 
method—amortization over the life of 
the original issue; tolerates the first— 
a direct charge to earned surplus; and 
rejects the third—amortization over the 
life of the new issue. I dislike all three 
methods. Apparently, neither the au­
thors of A Statement of Accounting 
Principles nor the committee thought 
that disposal of the amount by a direct 
charge to income was worthy of much 
consideration. To me the whole idea 
of direct charges to surplus is dangerous 
doctrine. I dislike the other two meth­
ods because they seem to me to be an 
extension of the idea expressed by 
Messrs. Sanders, Hatfield, and Moore 
that it may be proper to carry capital 
losses as a deferred charge. As I view a 
refunding transaction, the unamortized 
bond discount and the redemption pre­
mium taken together is the amount 
that the issuing company is willing to 
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pay to bring to a conclusion a contract 
that is now shown to be disadvanta­
geous. To say that a benefit will flow 
to the company beyond the date of 
termination of the first contract and on 
the basis of that argument to attempt to 
justify a continuation of the amortiza­
tion process is, to me, the amortization 
of a dead horse. Any benefit that flows 
to the company will be the result of the 
second contract rather than the first, 
and I see no reason for offsetting a defi­
nite loss on one transaction against a 
benefit to be derived from another. I 
can see little if any difference between 
this situation and the case of a com­
pany discarding an old but still operable 
machine for a more efficient machine. 
Certainly the implications of this bulle­
tin are such as to justify carrying the 
discarded machinery, or a loss resulting 
from its disposal, as an asset to be de­
preciated or amortized over the original 
estimated useful life.
In rejecting the third method—amor­
tization over the life of the new issue— 
the committee made one exception. It 
permits the use of the method, without 
exception in the certification, when the 
company is subject to a regulatory 
body which has prescribed or authorized 
the method. In all other cases in which 
this method is used, the accountant 
should, in the opinion of the committee, 
“make an exception in respect of such 
treatment from any certification that 
the accounts conform to accepted ac­
counting principles.” I think it is un­
fortunate that the committee felt called 
upon to take this step. When the argu­
ment is presented that the method is 
inadequately supported in accounting 
theory, has no marked practical ad­
vantages, tends to exaggerate the annual 
saving from refinancing, and does not 
conform to accepted accounting prin­
ciples, why should those companies 
subject to regulatory bodies be permit­
ted to use or adopt such a method with­
out the accountant making an exception 
in his certificate? I believe the profes­
sion has a duty to educate regulatory 
bodies in such matters, but permitting 
practices which we regard as the appli­
cation of unacceptable principles with­
out so much as an exception in our 
certificates, seems to me to raise a seri­
ous question. If the committee feels 
that this method is so unacceptable as 
to call for an exception in the certifica­
tion for companies not subject to regu­
lation, I hope it will reconsider its 
statement regarding regulated compa­
nies and recommend that certificates 
prepared for those companies include 
the same exception as that recom­
mended for those not subject to regula­
tion. Appropriate explanation of the 
reason for the use of the unacceptable 
method would, of course, have to be 
given in the certificate. Surely, this pro­
cedure is to be preferred to the double 
standard suggested by the committee.
Depreciation on Appreciation
In Research Bulletin No. 5 the com­
mittee considered the question of de­
preciation on appreciation. In this bulle­
tin the committee has limited itself to 
a consideration of the charge to be 
made against income when appreciation 
has been entered in the accounts, but 
the committee has not expressed its 
views on other and perhaps more vital 
aspects of the problem. The bulletin 
tells us that “accounting for fixed assets 
should normally be based on cost” and 
that “appreciation should normally 
not be reflected on the books of ac­
count”; then we are told that income 
should be charged with depreciation 
on the higher value when appreciation 
has been booked.
If fixed assets should normally be 
accounted for on a cost basis, it seems 
to follow that depreciation accounting 
should normally be on a cost basis, and 
recording appreciation in the accounts 
is a departure from normal or standard 
procedure which must be justified by 
those who depart from the standard. 
The conclusion reached by the commit­
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tee is a logical one if we are willing to 
abandon the cost standard and if we 
are willing to admit appreciation and 
its kin to the family of accepted ac­
counting principles. This, apparently, 
the committee is not willing to do. In 
my opinion appreciation has no place 
in the accounts except in the cases of 
reorganization or refinancing where the 
appraisal takes on the characteristics of 
an “implied cost.”
I realize that in preparing this bulle­
tin the members of the committee had 
in mind the large number of practical 
situations that public accountants are 
called upon to deal with. With the 
men in the field it is not a question of 
what the client corporation should do or 
should not do. The question is, what 
shall the accountant do after the client 
has done what he ought not to have 
done? I think Mr. Couchman gave the 
answer to that in his dissent from the 
majority opinion on this bulletin. As 
summarized in the bulletin, Mr. Couch­
man “would prefer to return more 
strictly to the cost basis rather than 
allow further departures therefrom. 
In cases where appreciation has been 
entered in the books, he would prefer 
that the appraisal credit be deducted 
from the appraised value in the balance- 
sheet thus restoring it to a cost basis.” 
I hope accountants will go one step 
further than Mr. Couchman and in their 
certificates take exception to an ap­
praisal as not being in conformity with 
accepted accounting principles.
The committee, in arriving at its con­
clusion on this point, rests its argument 
on the fact that a representation has 
been made in the balance-sheet and 
that the company is thereby estopped 
from using a lower base for computing 
the depreciation charge. I should like 
to ask a question: Suppose a company 
has not reflected appreciation on its 
fixed assets in its accounts but shows the 
appraised values (higher than cost) in 
the balance-sheet parenthetically. Has a 
representation been made requiring the 
use of a depreciation base other than 
cost or is booking the appreciation the 
controlling factor? Perhaps the com­
mittee will extend its discussion of de­
preciation on appreciation to cover this 
situation.
While these are some of the ideas 
that have disturbed me, it is, neverthe­
less, encouraging to know that the pro­
fession has at last interested itself in 
“research” and “principles.” However, 
it should be remembered that strict 
observance of the standards of research 
and an awareness of the responsibilities 
that research entails are the essentials 
of an effective research program. The 
research worker should enter upon his 
task with no personal point of view to 
justify. He should know that compro­
mised conclusions and compilations of 
conflicting practices are not to be digni­
fied by the name “research.” Lastly, he 
should know that principles are some­
thing more than merely what account­
ants do.
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I
N the search for sound accounting 
principles or proper accounting 
practices, inventories present a 
problem of major importance (if indeed 
not the most important problem), and 
the question of proper accounting for 
inventories is sufficiently broad to re­
quire some decision in almost all the 
various conflicts that have been going 
on. Some of these conflicts result from 
the shift in emphasis from the balance- 
sheet to the income account and the 
increasing importance of statements for 
the short-term and long-term investor; 
others are the conflicts between accu­
racy and conservatism; between tax 
regulations and accounting; between 
accounting as a science and as a practi­
cal tool; and especially that between 
historical cost and value.
It will be worth while to see where 
these conflicts affect the inventory 
problem. Before this question can be 
settled with any finality, not only will 
these conflicts have to be resolved, but 
there must be a reconciliation of each 
point with the others. Progress can 
come but slowly and after full discus­
sion. A practice, long accepted and 
widely used, does not become bad all 
at once, although a new preference may 
be so strongly indicated as to cause the 
rapid abandonment of the old.
It must be conceded that accounting 
thought has definitely accepted the 
premise that the income statement is of 
greater importance to modern account­
ing than is the balance-sheet. If that is 
true, the amount at which an inventory 
is stated in a balance-sheet is of less 
importance than the effect of inventory 
policies on income determination, al­
though this point cannot be completely 
dismissed without considering the prob­
lem of the short-term creditor as dis­
tinguished from the long-term creditor 
or investor. To the latter, the income 
statement is paramount. The short­
term creditor, except in quite simple 
businesses, also may be more interested 
in earnings or losses than in the inven­
tory amount in the balance-sheet, since 
financial statements are not prepared 
on a liquidation basis. Where repay­
ments of short-term credits are ex­
pected to come, as is usual, from opera­
tions rather than liquidation of the 
business, short-term unsecured credit 
needs as good income reporting as 
possible.
That point leads immediately to a 
consideration of the place of conserva­
tism in present-day accounting thought. 
Difficult as this subject is, it must be 
considered if progress is to be made on 
the inventory problem. Short-term 
credits; taxes, both property and in­
come; the many examples of the bad 
results from undue optimism; the in­
grained desire of wise businessmen to 
cushion the effects of the upswings of 
a cycle against the inevitable down­
swings; and just general caution in 
dealing with other people’s property 
have so contributed to an approval of 
accounting conservatism that it has 
become deeply rooted in prudent busi­
ness practice. Yet it must be admitted 
that, under certain circumstances, con­
servatism in inventories can be the 
destroyer of accuracy in income re­
porting. Is it, therefore, to be com­
pletely discarded?
In a business enterprise, profits can 
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rarely be determined definitely until 
the enterprise is concluded. Accuracy 
for any particular portion of the period 
of existence is difficult, if not impossi­
ble. Estimates and assumptions are 
usually required. Since something less 
than absolute accuracy must be ac­
cepted in any event, may it not be 
possible and proper to continue to give 
accounting approval to the conserva­
tism in inventories, in reserves, in 
provisions for losses, which has been 
thoroughly accepted as wise for finan­
cial reporting for business? If the em­
phasis on conservatism should be given 
up, optimism, a natural tendency of 
human nature, rather than accuracy, 
might well take its place. Without en­
tirely giving up the emphasis on con­
servatism, it should be possible to 
avoid excessive conservatism, which 
has distorting effects on income in that 
understatement of one year results in 
overstatement in another, and instead, 
make use of a conservatism so reason­
ably applied that it does not materially 
distort the earnings of any year. We 
need not give up this philosophy of the 
prudent businessman.
In any study of inventory-pricing 
policies, federal income-tax regulations 
and practices cannot be disregarded. A 
theoretically unsound procedure can­
not be condemned out of hand when it 
is a required procedure for income-tax 
purposes and where the differences are 
not likely to be seriously distorting, 
particularly if the use of the more cor­
rect accounting procedure might require 
two separate extensive inventory cal­
culations. The income-tax law sets two 
tests for inventories,—best accounting 
practice and clearest reflection of in­
come, and the regulations add only one 
principle—that of consistency. None of 
those three need interfere with the de­
velopment of better inventory prin­
ciples. The mere existence of tax regu­
lations must not prevent discussion of 
better methods, and better accounting 
practices so developed may be expected 
to be accepted in tax regulations, espe­
cially if the change tends to more 
accurate income determination.
Some of the differences of accounting 
thought arise through differing concepts 
of accounting. Some men think of it as 
a science, capable of resolution into 
fundamental principles which have a 
definite similarity to natural laws, and 
are completely logical. This concept is 
progressive and challenging, and has 
been responsible for much of the de­
velopment of accounting theory and 
practice. Others think of accounting as 
a practical tool of business, subject, in 
some measure at least, to practical 
judgment as to fair presentation. There 
is, in addition, an intermediate position 
which has increasing acceptance—that 
accounting may be looked on as an art, 
rather than a science, and as an art be 
subject to the necessity of proper ob­
servance of many fundamental prac­
tices, but leave room for other prac­
tices involving judgment, emphasis, and 
experience. The committee on termi­
nology of the American Institute of 
Accountants is proposing a definition of 
accounting on just such a basis.
Finally, any inventory discussion 
must deal with the conflict going on 
between cost and value. That conflict 
has been well settled as to fixed assets, 
which are not ordinarily to be written 
up or down for price fluctuations. The 
trend in accounting is definitely toward 
cost as distinguished from value. But 
the theory of provision for expected 
loss is so deeply rooted in accounting as 
a practical business tool that it is 
difficult to conceive of accounting with­
out such a basic requirement. This is 
particularly true of inventories, and 
accordingly inquiry must be directed 
to whether “cost or market, whichever 
is lower” is a practice which provides 
for losses reasonably expected or goes 
further and results in unwarranted and 
unnecessary shifts of income; and sec­
ondly, to whether the various inven­
tory-pricing methods now reasonably
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accepted result in a close approach to 
an economic income or merely minimize 
the effect on income reporting of cycli­
cal variations or equalize income which 
varies between periods for more human 
reasons.
With all of the foregoing as a back­
ground, the specific pricing policies and 
problems may be considered. The first 
of the problems must be,—does the 
theory of the lower of cost or market 
need to be discarded in favor of a cost 
theory for income determination? The 
answer seems quite clear—not if it 
results in provision for anticipated loss, 
rather than being a rather artificial rule 
applied regardless of the probability of 
loss.
At this point it is necessary to con­
sider what is meant by market, when 
used in the term “cost or market.” 
Information from actual practice of 
individual business enterprises is not 
available in sufficient extent to give a 
completely reliable factual foundation 
for discussion. The requirement of the 
new Regulation S-X of the Securities 
and Exchange Commission for a dis­
closure of what is meant by cost and 
what is meant by market will not pro­
duce for some months reliable data as 
to definitions of the term as actually 
applied. The requirement of the New 
York Stock Exchange for a similar dis­
closure applies only to new listings, 
which have not been numerous. How­
ever, sufficient information does exist 
to give basis for a premise that the term 
“market” has many meanings. The 
replies to questionnaires sent out by the 
Institute’s committee on inventories, 
articles on inventories, the replies to 
the questionnaire of the Institute of 
Chartered Accountants of England and 
Wales, data disclosed by published com­
pany reports, all support such a 
premise.
There is little dispute that obsoles­
cence, deterioration, shrinkage, and 
similar factors, require adjustment of 
cost. This practice recognizes the neces­
sity of providing for anticipated losses.
There is no such agreement that 
shrinkages in replacement costs must 
be reflected in the entire inventory, or 
that such lower costs must be applied 
regardless of indicated losses. There is 
no such agreement that the theory of 
the application of replacement costs is 
sound for income determination. This 
difference of practice and theory exists 
in spite of income-tax regulations of 
long standing, which categorically re­
quire the complete application of re­
placement costs and have done much 
to freeze that theory in accounting 
thought. That this is true is indicated 
by the testimony of the accounting wit­
nesses in the McKesson matter who 
used the replacement-cost theory as the 
basis for the definition of “cost or 
market.” On the other hand, objections 
are held, in responsible and intelligent 
quarters, to the “cost or market” 
theory for inventories on the ground 
that it has important theoretical and 
technical weaknesses for income deter­
mination. It is highly desirable to come 
to some conclusion on the theory and, 
on the practical side, to decide whether 
cost or market if lower should require 
the complete application of replace­
ment cost, or whether some other 
understanding is preferable.
The theoretical objections to the 
basis of the lower of cost or market are 
that it does not defer costs on an 
assumed regular flow of goods, that it 
shifts income from one year to another, 
and that it violates the principle of 
determining loss at the point or date of 
realization. The charge of arbitrary 
shifting of income must be particularly 
considered, for, if true, it is a serious 
practical as well as theoretical objection.
There are those who point out that 
the complete application of the replace­
ment cost developed from its applica­
bility to the simple business where a 
decline in replacement costs was regu­
larly followed by changes in selling 
prices, but that, as a rule to be applied 
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in every case of reduced replacement 
costs, it frequently resulted in adjust­
ments when no losses were reasonably 
anticipated; that its chief virtues were 
in a resulting conservatism of balance- 
sheet statement and in being a rule 
that could be applied with a minimum 
of judgment. In so far as the rule of 
complete application of replacement 
costs does provide for write-downs 
when no loss is reasonably expected, it 
causes a shifting of income from one 
year to another that is little more than 
arbitrary, and thus has sufficient theo­
retical and practical objections as to 
make it unsound to accept it as the 
basic or fundamental requirement of 
the term “cost, or market, if lower.”
On the other hand, if cost or market, 
whichever is lower, can be considered 
to require adjustments of cost prices 
only when losses are reasonably antici­
pated, then many of the objections dis­
appear. There would be no arbitrary 
shifting of income,—only the recogni­
tion of the principle of providing for 
losses. The technical objections to 
anticipating the point of realization or 
interfering with the flow of postponing 
costs might be more readily subordi­
nated to the prudent business rule of 
anticipation of losses than to an arbi­
trary rule of complete application of 
replacement cost. Such a definition of 
cost or market, if lower, might give 
such a sound theoretical basis for in­
ventory pricing, as to resolve many of 
the conflicts now existing. The term 
“cost or market, if lower” would then 
mean “cost—but market if lower where 
necessary” as suggested by E. A. 
Kracke, and that term might well be 
substituted. Such a meaning would not 
do away with the theory of replacement 
cost. The presumption of loss from 
changes in material prices would be as 
strong as ever, and in the absence of 
evidence to the contrary, such changes 
would require adjustment of inventory 
prices below cost. Whether this pre­
sumption of loss would extend to other 
classifications than raw materials would 
depend on the extent and seriousness 
of the decline,—the nature of the busi­
ness,—the method of selling,—fixed or 
changing selling prices,—trade-marked 
or similar products,—and other factors. 
In some businesses (such as distribut­
ing) selling prices are extremely sensi­
tive to changes in raw-material prices, 
while in others, changes in replacement 
costs have little, if any, effect on selling 
prices. Thus “market if lower where 
necessary” might mean complete ap­
plication of replacement costs in some 
cases,—application only to raw materi­
als in another,—adjustment of prices 
of finished goods in one industry and 
not in another,—and in other cases no 
adjustment at all of either raw materials 
or finished products. The test would be 
a reasonable anticipation of loss, and 
any determination of propriety would 
have to be consistently applied, and free 
from whim.
Admittedly, the acceptance of the 
anticipation-of-loss theory as an ex­
planation of the cost-or-market theory, 
would require the exercise of judgment 
by management and by accountants, 
both public and private,—but if ac­
counting is an art, a profession, the 
responsibility for the exercise of an 
informed and intelligent judgment must 
be assumed,—in inventories as in other 
provisions for loss. Since the area for 
the application of judgment under this 
theory is larger than under the theory 
of complete application of replacement 
cost, disclosure of basis is of great im­
portance,—for disclosure can be ex­
pected to assure a proper regard for the 
realities, and perhaps lead toward the 
determination of a preferred basis for 
various industries.
It may be insisted that the anticipa­
tion of loss theory is less conservative 
than the arbitrary rule of complete 
application of replacement cost. This 
may be true as to the balance-sheet, 
but if so, the difference is in the elimina­
tion of a conservative factor not based
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on anticipated loss, and as such, in the 
elimination of the factor of arbitrary 
shifting of income, which results in a 
conservatism of income reporting in one 
yearwith a consequent overstatement in 
a succeeding year. Whether the loss of 
some balance-sheet conservatism would 
be important to a short-term creditor 
might be open to question. Neither basis 
discloses the liquidating value, or meas­
ures solvency. Both must be sup­
plemented by additional data if short­
term-credit problems are to be analyzed 
from that standpoint. But, analyzed as 
going concerns, reliable income state­
ments are of greatest importance. The 
less arbitrary shifting of income be­
tween years, the less confusion in credit 
analysis. The rule of anticipation of loss 
would not substitute optimism for con­
servatism. It still would be necessary to 
write down costs if losses are antici­
pated, and the short-term creditor gains 
greatly from a reasonable unanimity of 
understanding among accountants and 
businessmen as to the meaning of “cost 
or market, if lower” or “cost,—but 
market where lower if necessary.”
As to income-tax regulations, this 
change would seem to be one which 
might be expected to be accepted in tax 
regulations, because it would be in the 
interest of more accurate income deter­
mination, and because, as every income- 
tax practitioner knows, the Bureau of 
Internal Revenue in actual day-to-day 
practice has not insisted on the com­
plete application of replacement costs 
to all of the inventory, regardless of 
anticipated loss.
Passing from the general to the 
specific, there are, in the light of the 
foregoing, a number of points of im­
portance to consider in applying market 
prices or calculating loss.
There is some difference of opinion as 
to whether replacement prices should 
be applied by articles or in the aggre­
gate, and whether, once applied, a new 
cost is thus established which continues 
during the possession of the article.
Again considered from the standpoint of 
anticipated loss, some applicable aggre­
gate might give a better measurement 
of loss than adjustment of individual 
articles. If current replacement prices 
are expected to so influence sales prices 
as to require an adjustment, the fact 
that some materials entering into a 
product have a cost less than market 
might properly offset a need for adjust­
ment for excess costs of other material 
for the same product. It is difficult to 
set the point at which the aggregate 
method would become unsound. That 
would appear to be a question of fact 
for each case, the point being to include 
in the aggregate no dissimilar products 
nor products not affected by the same 
economic forces. The aggregate method 
might well be accepted as permissible, 
if not even preferable.
If the aggregate method is used, its 
application appears to be easier through 
the use of reserves, than by repricing 
individual items, although this makes 
it impracticable to carry forward the 
written down prices as new costs. Since 
the latter is sanctioned, perhaps re­
quired, by income-tax regulations, the 
preference for the aggregate rule for 
income reporting might require pricing 
the inventory on two different bases. 
Such a burden should not be forced on 
business even in the interest of im­
proved theory unless the results would 
be important. Here again it would seem 
that income-tax regulations on specific 
practices might be expected to be 
changed if the new practices result in 
less arbitrary shifting of income.
The use of the aggregate does raise 
the question of whether the written 
down cost must be continued as long as 
the item is on hand, or whether adjust­
ments upward to not more than cost 
can be made without violating the ac­
counting principle prohibiting taking 
up unrealized income. This question 
may be more academic than real, be­
cause few industries carry over specific 
items from one annual inventory to
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another, and in even fewer cases would 
those be on a “specific item” basis of 
pricing instead of on the basis of some 
assumed flow. On any assumed basis of 
flow (average, first-in, first-out, etc.), 
identity of items is unimportant (except 
for excess stock and unusual items, 
when there may well be other reasons 
for anticipation of loss), and there 
would seem to be no sanctity in a re­
quirement that the new cost be con­
tinued, since identity is lost accounting­
wise. Thus the use of a reserve for de­
termining losses in the aggregate would 
appear to violate no fundamental rule. 
The reserve would be one for estimated 
loss based on a market condition and 
that would seem to be adjustable for 
changes in market, just as is common, 
for instance, with respect to reserves for 
changes in market prices of marketable 
securities.
The anticipated-loss theory requires 
consideration of selling prices, as indeed 
does the complete replacement-cost 
theory. Changes in raw-material prices, 
important and definite, are presumptive 
indications of possible changes in sales 
prices. If existing sales prices are ex­
pected to be reduced, at what point 
would an adjustment for loss be re­
quired? There is reasonable agreement 
that an adjustment would be required 
if necessary to bring the carrying value 
to an amount not more than selling 
price less distribution costs. This, how­
ever, might not be enough. If the items 
are to be liquidated outside of the regu­
lar flow of business or will be a minor 
factor in that flow, perhaps the no­
profit rule is proper,—but when the 
changes in prices affect products han­
dled in the regular flow (such as all 
finished products on hand and available 
for regular sale), there seems little 
reason to so limit the provision for loss 
that all sales for some succeeding period 
would have to be done without any 
profit. Under such circumstances, is it 
not consonant with the anticipated-loss 
rule to write down selling prices by dis­
tribution costs and some reasonable or 
perhaps normal profit margin? The 
element of profit is recognized under 
the retail inventory method in writing 
down articles where sales prices have 
been changed, and it is quite custom­
arily considered in pricing repossessed 
or trade-in articles. The elimination of 
an amount as a margin of profit may 
not be wrong or right in itself, but 
wrong or right depending on individual 
cases.
Following the theory of anticipation 
of loss, the existence of firm sales con­
tracts at proper prices might well obvi­
ate the necessity for any provision for 
loss. But here again there must be the 
exercise of careful judgment. Many 
firm sales contracts are merely options 
to buy, enforceable as contracts per­
haps, but in many businesses and in­
dustries not so enforced as a matter of 
policy. In many other businesses, sales 
contracts are sufficiently special to pre­
sume enforcement, as is usually true 
where there are specific authorizations 
for certain forward purchases. Again, 
the test is one of a reasonable antici­
pation of loss.
Purchase commitments enter into 
the inventory problem, although it is 
not customary or desirable to include 
them in the inventory amount. The 
anticipation-of-loss theory should be ap­
plied to commitments in much the same 
manner as to inventory, except that 
presumption of loss because of changes 
in market value may well be even 
greater than for raw materials. The 
questions of loss on commitments for 
firm sales contracts, specific instruction 
orders, and of minor fluctuations in 
prices which will have no effect on sales 
prices, must be decided for each case.
So far, attention has been directed to 
the meaning and application of “mar­
ket,” as part of the term “cost or 
market, whichever is lower.” There 
remains the even larger problem of the 
meaning and application of cost. If one 
assumes an even flow of goods passing 
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through a business, the applicable 
method of determining cost would be on 
a first-in, first-out basis. This basis has 
the virtue of being simple, natural, and 
unstrained; it is easy to visualize, and 
fits into a purely theoretical philosophy. 
The trouble with it is that it appears to 
emphasize cyclical trends in business, 
increasing the earnings reported in the 
upswing years and increasing the losses 
of the down. Based on the theoretical 
concept of an even and regular flow, 
there are those who say the reported 
trend is not artificial—it is real, as are 
the profits reported. On the other hand, 
practical businessmen realize that they 
must be very careful in dealing with 
the so-called profits of the years of 
increasing prices if reinvested in a simi­
lar amount of inventory, because they 
have found that such profits are likely 
to disappear in the downswings of 
prices. It is well enough to suggest that 
necessary conservatism be obtained by 
a reservation of surplus, or an arbitrary 
charge against income, but business 
keeps searching for a way in its regular 
bookkeeping of taking out of income 
what it believes to be unreal. The prob­
lem may be more practical than theo­
retical, but it is a very definite problem 
in businesses where inventories do not 
turn over rapidly and cannot be hedged 
either by market transactions or firm 
sales contracts. Especially is this true 
in years of heavy taxation, where high 
rates are applied to income, whether 
that income is available for distribution 
in cash or not. Economic income in 
those cases must be reconciled to 
accounting income.
Can accounting be theoretically sound 
and still approve other bases of deter­
mining cost than first-in, first-out? 
First-in, first-out is an artificial rule 
which does not always accord with the 
facts of a business enterprise. For some 
businesses, many think it produces a 
statement of income that is not real. 
Many think it is a device that (far from 
showing the actual effects of a cycle on 
business profits), for those businesses 
sensitive to cyclical change, shows an 
unsound and unhealthy income if com­
pared to business enterprises not par­
ticularly sensitive to cyclical changes. 
If that is true, there are some business 
enterprises where a basis should be 
used which removes the errors of the 
first-in, first-out method. This may be 
equivalent to a statement that the base- 
stock method, for example, does not 
artificially spread income—it is the 
first-in, first-out method which does so. 
Like most generalizations that would 
be untrue if applied specifically to many 
situations, but there are many sincere 
men on both sides of that argument. If 
accounting is considered as an art and 
as a practical tool for an economy of 
private enterprise for profit, it prob­
ably must recognize other bases of 
arbitrarily determining cost than the 
first-in, first-out method.
In a few businesses, simple ones, the 
specific identification cost may be pref­
erable, as it may truly and properly 
reflect income. In others such as those 
purchasing identical goods at different 
times, specific identification may turn 
out to be merely a device permitting 
profits to be determined by selection of 
articles used.
A step beyond the first-in, first-out 
basis is that of average cost. In many 
cases where purchases are merged, the 
average cost basis may be a more 
realistic cost than the first-in, first-out 
basis. In other cases it is a convenience, 
and in still others a selected short step 
toward cushioning price changes both 
for determination of income and selling 
prices. If the average used has some 
relation to the period of turnover there 
would seem to be little criticism of the 
method.
Next come those methods which were 
mentioned above as good or evil, de­
pending on the point of view—those 
methods which rightly or wrongly when 
compared with the first-in, first-out 
basis, do reduce income in periods of 
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rising prices, and increase it in periods 
of declining prices. Under this head 
come the better known methods such 
as base stock, last-in, first-out, and the 
use of general reserves for price declines 
which are adjusted with price fluctua­
tions. To say that these may not con­
form to income-tax regulations and if 
followed might require an immense 
amount of duplicate work is to beg the 
question, for many a business enter­
prise has believed so firmly in the sound­
ness of such a method that it has been 
doing the extra work for years. This is 
not the place for a discussion of the 
relative merits of the various plans just 
stated, or for an explanation as to how 
the bookkeeping should be conducted 
for each one, but it does seem proper to 
suggest that such methods should be 
permitted for those business enterprises 
to which they are applicable, provided 
the method or base is worked out for 
each company with complete honesty 
and realism. The important problem is to 
determine for each company the method 
of matching costs against sales which most 
nearly reflects the actual facts of the 
particular business.
Mention is constantly made of con­
sistency. With respect to inventories a 
change of principle may make impor­
tant and material changes of profit. 
Consistency, however, does not neces­
sarily mean accuracy. Consistently to 
price inventory at half of its cost may 
be a gross inaccuracy. Instead of being 
bad accounting to be inconsistent be­
tween years, it may be better to make 
a change, provided of course the change 
and effect thereof are shown.
The necessity for disclosure is basic. 
If, instead of putting accounting for 
inventories in a strait jacket, judgment 
is to be allowed in the selection of a 
proper inventory basis, then disclosure 
must be sufficient to show how the 
factors were judged and why the par­
ticular basis was selected.
The time may have come when we 
as a profession can no longer say that 
it does not much matter which inven­
tory basis is adopted as long as we con­
stantly adhere to it. We must help 
determine what method of inventory 
costing and pricing best fits a particular 
business or industry, and what method 
for that industry best meets the test of 
real income and proper anticipation of 
loss.
This is a task for all classes of ac­
countants—public, private, academic, 
and governmental. It is not a new sug­
gestion. Some trade groups have already 
attacked the problem with considerable 
success. But I submit that progress has 
been held back because we have been 
trying to fit inventory policies into a 
few fixed regulations or rules instead of 
recognizing that major principles can 
properly be applied with varying de­
grees to different kinds of businesses. 











By Edward B. Wilcox, Chicago
Member of council and committee on professional ethics, 
American Institute of Accountants
S
omewhere it is written that fools 
rush in where angels fear to tread. 
These words have recurred to me 
with considerable force as I have con­
templated conducting this round-table 
discussion of ethics. I have even worried 
a little for fear that their aptness may 
explain why I was selected. Even so, 
this subject is one about which I feel 
very strongly, and I could scarcely have 
asked for a more interesting topic.
My dictionary tells me that ethics 
constitute the science of moral duty or, 
more broadly, the science of the ideal 
human character. Undoubtedly, if we 
all had ideal characters, including ade­
quate wisdom and information, we 
could dismiss any detailed discussion of 
the application of ethics. It would take 
care of itself. But ethical practice be­
comes an exceedingly knotty problem 
in a complex society made up of dif­
ferent people with differing viewpoints 
and backgrounds. Ethics have a direct 
relationship to the social environment 
in which they are practiced. They are 
not absolute. They are different at dif­
ferent times and places. Once, in Amer­
ica, the doctrine of “caveat emptor” 
prevailed, and we glorified the shrewd 
Yankee who would cheat you in a trade 
if he could. Today that is not good 
ethics. The seller is held to implied 
guarantees. Business ethics have 
evolved, and they are continually 
changing and evolving as conditions 
and requirements change, and as the 
moral consciousness of the people de­
velops.
The difference between business and 
professional ethics is fundamentally one 
of degree. A profession is distinguished 
by the fact that its practice requires 
special knowledge, not shared by lay­
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men. The possession of this special 
knowledge gives the professional man 
an opportunity to betray those who rely 
on him. The sometimes moot question 
of whether or not accounting is a profes­
sion would never be raised if this simple 
distinction were understood. The serv­
ices of the accountant cannot be 
measured or standardized, and the large 
number of people who depend on the 
accountant cannot judge his compe­
tence or his integrity. They must, 
therefore, rely on his ethics. And he 
must maintain his ethics at a high level 
in the public interest if he is to justify 
his existence. It is not even enough 
that he conform to ethical standards 
comparable to those of other profes­
sions. The accountant has a contractual 
relationship with his client who, he 
knows, may cease to employ him, but 
he must nevertheless deny the wishes of 
his client if they conflict with his moral 
duty to the public, even though that 
public has little opportunity either to 
thank or blame him. I know of no 
higher ethical requirement than this, 
and yet it is one which accountants 
have voluntarily imposed on them­
selves.
In the absence of a measuring stick, 
it is hard to say how adequate and ap­
propriate are the current ethics of the 
accounting profession, but I am inclined 
to believe that they are keeping pace 
with the times. Certainly they are 
growing and evolving. The by-laws of 
the American Institute of Accountants 
provide penalties for conduct discred­
itable to the profession. This provision 
has been amplified by rules of profes­
sional conduct, and these rules have 
been subject to periodic revision. An­
other revision is under contemplation 
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now. One of the most recently recog­
nized improprieties is that of competi­
tive bidding for accounting engage­
ments.
All of these developments are exten­
sions of the basic concept of profes­
sional morals, as they apply to the 
practice of public accounting. The fun­
damental purpose of these rules is to 
insure that this practice will be carried 
on at the highest possible level of per­
formance. Paragraph 2 of our rules 
may be regarded as basic. It refers to 
willful or negligent misstatements, and 
involves the technical aspects of ac­
counting. To go into a discussion of this 
phase of ethics would be to cover the 
whole field of auditing procedure, in­
ternal check, and accounting theory and 
practice. In any event, it would be im­
proper to discuss specific cases which 
have come before the committee. It is 
probably of greatest interest in this re­
spect that arrangements have been 
made with the Securities and Exchange 
Commission whereby cases are called 
to the attention of our committee on 
professional ethics whenever the Com­
mission feels that the accountant has 
been guilty of any serious failure. These 
communications from the Commission 
are treated by our committee as though 
they were complaints. They are investi­
gated in the same way, and the Securi­
ties and Exchange Commission is ad­
vised as to the disposition of the cases. 
There was published in the July, 1940, 
issue of The Journal of Accountancy 
a statement which your committee 
made to the Commission regarding its 
disciplinary machinery. This entire 
process of cooperation with the Com­
mission has for its primary object the 
maintenance of high standards of per­
formance of the accounting profession. 
As long as we evidence our willingness 
to do our own disciplinary work in this 
manner, I believe there will be little 
tendency on the part of the Commis­
sion or anybody else to attempt to do it 
for us.
Other paragraphs in the rules of pro­
fessional conduct represent the accumu­
lated wisdom of the profession, and the 
extent of its moral growth toward the 
creation of conditions under which ac­
countants can be of greatest service to 
the public. Solicitation and advertising 
are forbidden, and competitive bidding 
is frowned on because these activities 
undermine the dignity and the inde­
pendence of accountants, and because 
cut-throat competition tends to lower 
standards and to reward misrepresenta­
tion. Fee splitting or engaging in other 
activities at the same time that one is 
practising as an accountant are apt to 
be mere subterfuges for more open 
methods of competition. Contingent 
fees and ownership of securities in client 
corporations both tend to undermine 
the independence and the impartiality 
of the accountant. Incorporation im­
plies a lack of confidence in his own 
work. Whatever purports to be the 
work of an accountant should actually 
be his own, or that of his own assistants, 
in the interest of maintaining profes­
sional standards. All of these things are 
covered in the rules of professional 
conduct, and the purpose of them all is 
greater usefulness of the profession to 
the public. Neither standards of ethics 
nor professional privileges nor immuni­
ties which may come with them are 
justifiable if their purpose is the per­
sonal aggrandizement of members of 
the profession; they are only justifiable 
if their purpose and effect is to main­
tain standards of performance. All of 
our rules of conduct must be viewed in 
this light if they are to be understood.
There is an inherent defect in all 
rules. When they are written down in 
black and white they become rigid. I 
have already emphasized that ethics are 
never fixed, but are always growing and 
evolving. That is part of the difficulty 
in writing them down. Cold type re­
fuses to evolve. But there is another 
difficulty. I doubt that any definite 
line can be drawn between the ethical 
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and the unethical. Borderline cases 
exist, and if a man desires to come as 
close as he can to an impropriety, with­
out actually committing it, he will find 
himself in a twilight zone where his 
bearings are quite vague. Then he may 
ask the committee on professional ethics 
for an opinion or, if he is more defiant, 
he may go his own way until a com­
plaint has been made and then protest 
that he has not broken the law. I have 
small patience for such a man. Any ac­
countant who desires to carry on his 
practice in an ethical manner may do 
so without entering this twilight zone. 
Nobody need be honestly puzzled if he 
grasps the spirit of the rules of profes­
sional conduct of the Institute and if he 
has within himself a genuine sense of 
professional ethics. I regard it as 
fundamental in matters of morals that 
definitions are invitations to evasion 
rather than guides to conduct.
Nevertheless it is helpful to know 
what the committee on professional 
ethics thinks the rules mean. When 
complaints are received, they are judged 
as best the committee is able, and when 
inquiries are received, the committee 
furnishes its opinion as to the applica­
tion of the rules. It must be understood 
that disciplinary action is not confined 
to matters coming within the scope of 
the published rules. These rules are 
provided as clarifying and illustrative 
of those things which are discreditable 
to a public accountant, but any act of 
a member in violation of the by-laws of 
the Institute, or which is discreditable 
to the profession, will subject him to 
disciplinary measures. I am going to 
give you a brief summary of the opin­
ions which the committee has rendered 
during the past year:
Rule 4 forbids fee-splitting with the 
laity, but the committee decided that 
the purchase of the practice of a de­
ceased accountant from his widow was 
not a violation of this rule, even though 
the basis of the purchase was a percent­
age of the fees.
Rule 5 forbids an accountant to en­
gage in a business or occupation con­
jointly with that of public accounting 
which would be incompatible or incon­
sistent therewith. The committee has 
held that any occupation would be in­
compatible with that of public account­
ing if it is carried on in a manner to 
violate any rules of professional con­
duct, or any by-laws of the Institute. 
Therefore, any member carrying on any 
other activity in addition to that of pub­
lic accounting must be governed by our 
rules and by-laws in all his activities.
In considering rule 10 forbidding 
contingent fees, the committee has 
stated that tax cases are exempt be­
cause the accountant is acting in the 
role of an advocate. Contingent fees are 
not permitted in cases where the ac­
countant is acting as an impartial and 
independent expert.
Rule 8 and rule 11 refer to soliciting 
and advertising, respectively, and in 
many cases it is difficult, if not impos­
sible, to distinguish between these 
two activities.
With respect to matters that are rec­
ognized as solicitation, the committee 
held that it was improper for account­
ants to call on businessmen to ascertain 
the status of their personal-property 
taxes, and to offer to file claims for re­
fund. It was also held that it is im­
proper to offer professional services in 
connection with the selling of books, 
although the sale of books in itself was 
not improper. It was held to be a vio­
lation for a former employee to solicit 
the clients of the employer whom he has 
left, even though these were the clients 
whom he had personally served. It is 
not a violation to write to govern­
mental bodies asking for consideration 
as auditor, when it is commonly known 
that the policy of such bodies is to ro­
tate or to change auditors from time to 
time. Neither is it a violation of rule 8 
for an accountant to solicit the clients 
of a firm of which he was a member, 
after that firm has been dissolved.
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Under advertising, it is considered 
that a memorial or any other special 
edition of a newspaper is no exception 
to the rule. Cards are permitted if they 
do not exceed the size prescribed in rule 
11, but it is contrary to the spirit of the 
rule for such a card to be headed, “In­
come-Tax Returns.” The name of the 
accountant should come first, followed 
by reference to his type of service. 
Reference to membership in such or­
ganizations as the Municipal Finance 
Officers Association may properly be 
included in such cards. A member may 
permit his photograph to appear as one 
of a group in advertising matter dis­
tributed by a friend or client, if the ac­
countant’s firm name is not mentioned, 
but it is improper for an accountant to 
be named as such with his professional 
designation in an advertisement of an 
organization offering services such as 
those which he might render profes­
sionally. An electrically operated sign­
board in the lobby of a hotel, bearing 
an accountant’s name and address, was 
held to be improper. Publication of firm 
bulletins is permitted, if distribution 
is limited to clients and personal friends, 
but wider distribution constitutes a 
violation of rule 11. It is not proper to 
circulate booklets or pamphlets, no 
matter how useful or valuable they may 
be, if they bear such inscriptions 
as “Compliments of John Jones, 
C. P. A.” and if they are distributed to 
others than clients or personal friends 
of the member.
Among those activities coming before 
the committee which appear to be both 
solicitation and advertising is the use of 
letters sent to mailing lists. Such letters 
describing tax laws and offering serv­
ices, or implying the offer of services, 
are improper if sent to a large list in­
cluding others than clients or personal 
friends of the accountant. It is improper 
for an accountant’s name to appear 
on the letterheads of trade associations, 
especially so when these letterheads are 
used in writing to members offering the 
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proper for an accountant to write to 
members of trade associations urging 
them to take part in surveys of the in­
dustry, even though the letters do not 
directly solicit accounting engagements 
from the members. All correspondence 
addressed to members of a trade associ­
ation should properly come from the 
office of the association, and if any pro­
fessional services are offered, it should 
be as a service of the association to its 
members, and not as a suggestion from 
a practising accountant. Neither should 
an accountant solicit opportunities to 
speak before meetings of trade associ­
ations. Such invitations should come 
from the association rather than from 
the accountant. The use of mailing lists 
other than trade association member­
ship rosters is held to be equally objec­
tionable, even though an accountant’s 
client suggests or urges that the ac­
countant write to guarantors, stock­
holders, deferred creditors, or others. 
The objection is not cured, but is rather 
intensified, if the accountant offers free 
advice to the persons addressed.
A resolution was adopted by the 
council of the Institute on October 15, 
1934, forbidding the certification of 
financial statements by an accountant 
who owns a substantial financial inter­
est in the enterprise. Under this reso­
lution, it was considered improper for 
an accountant to accept stock of a 
corporation as compensation for profes­
sional services, and it was also consid­
ered improper for him to serve as a vot­
ing trustee and auditor unless the terms 
of his appointment as trustee clearly 
remove the possibility of conflict with 
his duties as auditor. Some leniency in 
the interpretation of this resolution was 
considered desirable in the case of a 
small, closely held corporation if its finan­
cial statements are not used for credit 
purposes. It was considered entirely 
proper for an accountant who was a 
member of a fraternal or social organiza­
tion to act as its independent auditor.
Introduction
One inquiry arose in connection with 
the confidential nature of an auditor’s 
relationship with his client. Although 
there is no rule of professional conduct 
referring to this matter, violation of 
confidence was considered to be an act 
discreditable to an accountant. In 
particular, it was the view of the com­
mittee that an auditor of a municipality 
would be guilty of violating this confi­
dential relationship if he was engaged as 
an independent auditor and then made 
public his findings, even though he did 
so in the interests of good citizenship. If, 
however, he were an employee of the 
state rather than an independent audi­
tor, he might be fulfilling a public duty 
by doing so.
These opinions are not intended as 
an exposition of the meaning of the 
rules. They are the run-of-the-mill ques­
tions which the committee has answered 
during the last year. It is partly on the 
basis of experience with such questions 
that the committee has proposed re­
vision of the rules.
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Conduct
By Frederick h. hurdman, New York
Member of committee on professional ethics, American 
Institute of Accountants
I
T is of interest to note that the first 
rules of professional conduct were 
adopted by the old American As­
sociation of Public Accountants and ap­
peared in the annual report of the 
meeting at St. Paul, Minnesota, in 
October, 1907, as article VII of the 
by-laws. These rules were recommended 
by a special committee in a complete 
revision of the Association’s by-laws. 
The committee suggested six rules, but 
only five were approved. Incidentally, 
the rule not approved was one relating 
to contingent fees. The rules adopted 
related to the following matters:
1. Practice by someone else under a 
member’s name.
2. Commissions to the laity.
3. Engagement in business conjointly 
with that of the public accountant.
4. Certification of statements not pre­
pared by the member, his staff, or 
some other member of the Associa­
tion.
5. Use of initials not authorized by 
statute.
This set of rules adopted in 1907 evi­
dently prevailed until 1915, with the 
addition of one other rule relating to a 
member taking part in legislation with­
out first notifying the Association.
After the formation of the Institute in 
1916, no formal set of rules appeared in 
the annual yearbooks until 1919, al­
though the reports of the committee on 
professional ethics during those years 
would indicate that that committee was 
being guided by a set of rules. In the 
yearbook for 1919 there appears for the 
first time, not as part of the by-laws, 
but separate therefrom, a set of eleven 
rules. With the exception of rule 9, re­
lating to the distribution of circulars or 
other instruments of publicity, which 
was later dropped, all of these rules are 
still in effect and correspond to rules 1 
to 10.
The first resolution, which relates to 
audit companies, was adopted at the 
1919 meeting, but rules 11, 12, and 13 
and the three additional resolutions 
were adopted subsequent to that date.
I believe that many of these rules 
were promulgated as a result of specific 
cases or situations arising in the work 
of the various committees on profes­
sional ethics. For instance, rule 11, re­
lating to advertising, was adopted be­
cause of an increasing tendency on the 
part of members of the Institute to re­
sort to paid advertising and a feeling on 
the part of the membership that this 
tendency if allowed to persist would 
have a bad effect on the profession. 
Rule 12, having to do with practices in 
certain schools, was adopted to meet a 
case which could not be reached under 
any of the Institute’s existing rules. 
Rule 13, relating to practice under cor­
porate name, was adopted last year as in 
the best interests of the profession. The 
1932 resolution barring estimates of 
future earnings was intended to curb 
this practice which appeared to be grow­
ing, and which it was believed if allowed 
to develop would affect the profession 
adversely.
The 1934 resolution, having to do 
with ownership of securities in corpora­
tions audited by a member, grew out of 
a case presented to the trial board. The 
1938 resolution, relative to competitive 
bidding, was passed in order to meet a 
situation in a state where a state
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society of certified public accountants 
had adopted a rule banning competitive 
bidding.
The present ethics committee, be­
lieving that there should be some clari­
fication of the rules, undertook the 
revision which is the subject of our con­
sideration. This revision has been con­
cerned mainly with a positive rather 
than a negative statement of the rules, 
the removal of ambiguities, an improve­
ment in phraseology, and the elimina­
tion of unnecessary repetition such as 
“of the American Institute of Account­
ants” following the words “a member 
or an associate” throughout the rules.
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By J. William hope, Bridgeport, conn.
Member, American Institute of Accountants; past president, 
Connecticut Society of Certified Public Accountants
I
T is generally agreed that the prac­
tice of competitive bidding for 
audit services is detrimental to the 
interests of both the business public 
and the accounting profession.
Yet many reputable practitioners are 
of the opinion that any attempt to out­
law competitive bidding by restricting 
the actions of society members will fail, 
due to the fact that good business judg­
ment sometimes requires forehand ac­
quaintance with the cost of proposed 
auditing services, and accountants can­
not very well be expected to refuse to 
cooperate in such instances.
The reasonableness of these claims is 
not disputed, but the mistake in per­
mitting them to control lies in the fact 
that most cases of competitive bidding 
result in price cutting to the point 
where the results are so inferior that the 
attaching of a certified public account­
ant’s signature thereto is a disgrace to 
the profession.
Good ethical practice does not pro­
hibit discussion of price or fixing a fee 
for assignments of a known nature.
But where price is the dominating 
consideration and one accountant’s cost 
estimate is to be weighed against those 
of others, we cease to be providers of 
specialized professional services and are 
nothing more than competitors in the 
labor market.
We should realize that a prospective 
client comes to us expecting a service 
which will produce required informa­
tion and definite results and, if we en­
courage a limitation of those require­
ments by price cutting, we are not only 
doing ourselves and our profession ir­
reparable harm but we are inflicting an 
injustice on those who have confidence 
in us.
We are supposed to be acquainted 
with all of the intricacies of an account­
ing engagement and, when we subject 
ourselves to competitive price fixing, 
we cannot very well expect a client to 
take the needed precautions against the 
evils which abound in this sort of 
performance.
Though there may be situations 
where prices must be fixed in advance 
and at as low a figure as possible, they 
are few in comparison to the many 
engagements where price should not 
be permitted to be the dominating 
factor.
If all reputable accountants refused 
to enter into price competition of any 
kind and took advantage of every op­
portunity to explain the dangers that 
are inherent in such a practice, the 
business public would soon recognize 
the soundness of our position and would 
follow our reasoning to the point of 
agreement.
I maintain that our difficulties with 
the question of competitive bidding are 
caused by business-hungry accountants, 
and I am convinced that the profession 
will be healthier and more deserving 
of public respect and confidence when 
this type of practitioner is erased from 
the rolls of every reputable accounting 
organization.
It is now three years since the Con­
necticut Society of Certified Public Ac­
countants incorporated in its “Rules of 
Professional Conduct” the following:
“Competitive bidding is deemed to 
be detrimental to the interest of the pub­
lic and the accounting profession. No 
member shall at any time knowingly, 
directly or indirectly, enter into compet­
itive bidding for any type of profes­
sional service whatsoever, in competi-
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tion with other accountants. Competi­
tive bidding is hereby defined as bidding 
for work in competition with other 
accountants on any basis.”
I would be something less than hon­
est if I were to say to you that no 
member of our society has made a com­
petitive bid since that time.
Some very innocent responses to 
requests for estimates of costs have, in 
the light of later information, turned 
out to have been competitive with 
similar responses from other account­
ants.
Our grievance committee has had 
some busy and trying times in these past 
three years, for we are just as human in 
Connecticut as are the folks in the rest 
of the world.
New business is still attractive and it 
hurts to have to let it pass by.
Imagine what we were up against 
when our 1939 state legislature passed 
the municipal auditing act, requiring 
what turned out to be practically a 
detailed audit of every municipality in 
the state.
Most towns and cities wanted to 
know what such an audit was going to 
cost, and naturally nearly every account­
ant hoped he was going to get some of 
the business.
It looked for a time as though our 
competitive bidding by-law was going 
right out the window.
We have weathered that storm but 
not without some serious questions, 
some hard work on the part of our 
grievance committee and our board of 
governors and, I am sorry to say, some 
strained relations among members who 
learned that the price proposals they 
made in certain cases were not as low 
as those submitted by others, who also 
did not bid.
At our annual meeting last June we 
succeeded in securing an overwhelming 
vote against modification of our by-law 
to permit responses “when approached 
in a businesslike manner for estimates 
of costs.”
Our board of governors has very re­
cently recorded its interpretation of our 
by-law by issuing the following state­
ments for the guidance of the member­
ship:
1. Section 9, article VII, of the by-laws 
does not prohibit a member from 
making a proposal to a prospective 
client if such proposal is not know­
ingly submitted in competition with 
any other accountant.
2. Submission of a proposal in response 
to any request for bids in competition 
shall be considered a violation, 
whether such proposal includes a 
flat-price fee, an estimate of cost, a 
maximum fee, per diem rates, or any 
other basis for computation of fee.
3. Submission of a proposal to a pro­
spective client, formerly served by 
another accountant, shall be a viola­
tion unless such prospective client 
has stated that he is dispensing with 
the services of his former account­
ants.
(See also section 6, article VII.)
4. Submission of a proposal in instances 
where a member, without definite 
knowledge, has reason to believe 
that proposals either are being or 
may be requested from other ac­
countants, shall not be held to be in 
violation, provided, that the mem­
ber includes in his proposal a clear 
statement that such proposal is auto­
matically voided and withdrawn if 
it is to be considered in competition 
with other accountants.
5. Submission of a proposal by a mem­
ber for additional or continuing ac­
counting services to a client last 
served by him shall not be in viola­
tion.
It should be understood, of course, 
that the foregoing is based only upon 
phases of the by-law which have come 
to the attention of the board for inter­
pretation and does not attempt to’cover 
all of the possible conditions which 
may or may not be considered “com­
petitive bidding.”
These interpretations are intended to 
make it more clear to our members what 
is meant and we expect they will be 
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helpful in certain situations. They 
should serve to strengthen the by-law 
as originally written.
We are more confident than ever that 
our purpose is good, even though we 
have suffered some very embarrassing 
moments with municipal boards whose 
members insist on getting estimates for 
budget purposes from more than one 
accountant. We will continue to feel 
their scorn of our professional ethics 
and to be abused for our lack of cooper­
ation, until they finally concede the 
fairness of our position, which still 
remains that we cannot give them any 
kind of a price if it is to be considered 
in competition with similar proposals 
from other accountants.
We are firmly convinced that a mu­
nicipality is better served if it selects 
a reputable accountant and arranges 
audit scope and cost with him on a 
businesslike basis.
We know that, in many instances, our 
members will have to stand aside and 
permit some very desirable business to 
go to nonmembers of our society. We are 
aware that this does not create a pleas­
ing situation for men who must earn a 
living in their chosen profession.
However, we also know that the best 
portion of our business has always come 
to us on a noncompetitive basis, and we 
do not want to take any chances on 
sacrificing all of the progress we have 
made as a profession by entering into 
situations where our demonstrated ca­
pacities to render a fully adequate 
service are limited by prices set in 
competition.
We must never forget that our real 
position as an integral part of the 
business world is to render a specialized 
professional service for which we are 
expected to be particularly qualified.
It is better that we do less work and 
do it well, thereby insuring continued 
confidence and renewed engagements, 
than to get the immediate increase in 
dollar value assignments at an ultimate 
cost of loss of prestige and business.
We will utterly fail in our missions 
as professional practitioners if we permit 
anything to so alter the effect of the 
services which we are retained to render 
that the poor results we produce will 
constitute a fraud on those who have 
placed their confidence in us.
We cannot excuse our failures by 
claiming that we were limited by price.
We would refuse to cooperate with a 
client who requested that we prepare a 
false statement.
Likewise, we should refuse to cooper­
ate with a client who requests competi­
tive bids when we know that it will en­
courage unscrupulous practitioners to 
cut prices to the point where an honest 
service cannot be obtained.
Participation in a bidding situation 
puts the high bidder in the same classi­
fication as the low bidder. By bidding 
he has approved the practice as a 
desirable one.
The solution of this problem rests 
with accountants alone and we should 
let no other considerations influence 
us in our purpose to meet our full 
responsibility in this matter.
If we are sincere in our intentions to 
eliminate this evil as an accepted prac­
tice, there is but one answer—reputable 
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by Sidney g. Winter, Iowa City
Member, American Institute of Accountants; past president, 
American Accounting Association
F
or our consideration this after­
noon there is the subject of prog­
ress in accounting education. I 
take it that no one of us will have diffi­
culty with the three words “progress,” 
“accounting,” and “education. ” To be 
doubly sure on this point I have con­
sulted some of the authorities and I wish 
to report certain definitions.
“Progress” is “a moving forward, 
more particularly an advancement 
toward maturity or toward a better 
state.” This is unquestionably the im­
port of the word in our present meeting.
“Accounting” is, oddly enough, a 
word much less satisfactorily defined. It 
is “the action, process, or system of ac­
counting” and appears to be closely 
allied with accountancy, which is the 
“art or practice of an accountant.” 
Having mastered so much in so short a 
time, we now find it necessary to define 
ourselves. An accountant is “one who 
professionally makes up or takes charge 
of accounts.” For this enlightenment on 
accounting, accountancy, and account­
ants we are indebted to the New English 
Dictionary published at Oxford in 1888. 
This work gives a number of citations to 
various uses of these words in literature, 
the earliest which I chanced to note 
being 1494. There may or may not have 
been progress in the field of accounting 
education but there is some evidence to 
support the contention that there has 
been little progress in the matter of 
defining these terms. In the shorter 
Oxford Dictionary published in 1933 
there is exact duplication of the material 
quoted above. Other source books are 
woefully short of information about ac­
counting. You will find in the Encyclo­
pedia of Social Sciences (1930) a very 
satisfactory twelve-page exposition of 
accounting but even in this excellent 
work little or nothing on organizations 
of accountants. In several other ency­
clopedias, even the most recent editions, 
there is little about accounting and 
nothing about accountants. What little 
I found did not impress me too favor­
ably. It is a bit discouraging, for ex­
ample, to have an article begin: “It is 
difficult to distinguish between book­
keeping and accounting.” It is to be 
hoped that we shall make sufficient 
progress in the near future to insure our 
being accorded some recognition in 
these standard publications.
“Education” may be defined as “the 
systematic development and cultivation 
of the natural powers by inculcation, 
example, etc.” or as “instruction and 
training in an institution of learning,” 
or “instruction as a system, science, or 
art.” Any or all of these meanings may 
come in for a share of our consideration 
during the afternoon.
So much for definitions. I hope you 
will have noted that this meeting is 
scheduled as a round table. It is my 
judgment, and I am sure it is yours, 
that each of the speakers on this pro­
gram is thoroughly qualified to speak 
on the subject assigned him. Without 
in any way minimizing the importance 
of the papers which will be presented 
for our consideration, may I emphasize 
the point that a round table should 
provide an opportunity for all in at­
tendance to exchange ideas. It should 
be borne in mind that these papers serve 
as a point of departure, a springboard 
from which all of us may enter into a 
discussion of accounting education. At 
the forum or round table one should be 
both learner and teacher. I bespeak your 
full cooperation.
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By Eric l. Kohler, Knoxville
Member, American Institute of Accountants; editor of The 
Accounting Review
I
 have been told by Professor Winter 
that my answer to the topic he has 
put in the program for me, “The 
Goal of Accounting Education,” is not 
to be that we need better training for 
the profession. Beyond that he has 
refused to commit himself; and I have 
been left to my own devices. If I have 
been unable to find the one answer that 
would satisfy me or anyone else, I have 
at least been convinced that the select­
ing of one answer out of the many that 
suggest themselves has been a pleasura­
ble thing on which to speculate. I am 
sure that no one who has combined 
teaching with practice has not often 
devised schemes intended to bridge the 
differences between the two. Many of 
these differences have narrowed to a 
point where the step across seems easy 
and natural. Others are ready to be 
removed. Not a few are where they 
always have been; and from this last 
group emerges an item which offers a 
convenient point of departure.
The item, seemingly unimportant, 
may be stated in the form of a question, 
as follows: May accounting be taught 
without the employment of practice 
sets and written problems? Particularly 
may this question be examined in its 
relation to beginning students, and 
social-science students limited to a one- 
year course. Because of the limited 
time available I will endeavor to pre­
sent to you the reasons commonly cited 
for this practice, move on into a few of 
the larger implications, and present an 
argument for your consideration and 
discussion.
Most accounting teachers advocate a 
practice set in a beginning course or a 
one-year course, although I know of a 
few exceptions. If you ask “Why?” 
you will get a variety of responses. In 
general, they will agree that accounting 
is a practical subject dealing largely 
with figures; hence a knowledge of 
figures and a facility in their use must 
be acquired at the outset. Some will say 
that the aptitude of students for ac­
counting can be determined only by 
ascertaining their ability to handle the 
simple situations that a practice set 
involves, or that the time of teaching 
can be materially shortened by the 
grasp of detail that comes with the suc­
cessful completion of practice sets. 
Others will point to the lack of knowl­
edge of business practice found in every 
student, and explain that this can be 
overcome quickly by ploughing through 
a mass of individual business transac­
tions and relating them to final results; 
and the final results, the subject-matter 
with which the accountant is constantly 
dealing, is no more significant than the 
detail of which it is composed.
These are convincing arguments and 
are not often disputed. There would be 
little point in questioning the practice 
before a group of practitioners were it 
not for the fact that a little inquiry 
into basic causes raises practical ques­
tions as to the whole meaning that con­
ventionally attaches to the accounting 
field.
I should like to devote a few moments 
to some of these basic considerations.
Development of Subject Matter 
Accounting, which has been desig­
nated as one of the more “imperfectly 
unfolded ” social sciences, employs tech­
niques the common characteristics of 
which have only recently been seriously 
examined. True, accounting teachers 
and practitioners have formed large 
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techniques from simple ones, switched 
their support from those the effects 
of which they did not like to those 
that led to more agreeable conclu­
sions, and rejected profferings that, 
as one well known practitioner has put 
it, have substituted “rigid formulae” 
for “broad concepts”; but these acts 
and statements, closely examined, are 
all too often found to be expedients of 
the moment rather than parts of a care­
fully conceived scheme of subject­
matter development. Ernest endeavors 
to reveal the continuum of accounting 
thought have been both few and futile; 
and there is an undoubted need for 
scholars who can not only discover that 
continuum but also criticize and remold 
it at a level we do not now possess. The 
recognition that many of our tech­
niques are not as closely related as they 
ought to be has of late become more 
general; this in itself is an important 
indication of a growing professional 
skepticism that augurs well for the 
future.
As for the point under consideration 
here: uncorrelated techniques indicate 
that the philosophy on which account­
ants have rested their case may need 
an overhauling; because if that phi­
losophy shows up badly when account­
ing practices are dissected, and no or­
derly body of theory can be presented, 
it may be true that only the procedures 
exemplified in practice sets, and not 
abstract principles, can be taught. 
Generalizations derived from various 
accounting practices have of course 
often been made; as a rule their signifi­
cance is rather heavily discounted when 
it is discovered they are in conflict with 
other practices. Rationalizations are 
common indeed; but they should be 
encouraged to go beyond the obstacle 
of “sound accounting” at which so 
many of them stop. Under present 
cirumstances, accounting instructors 
cannot be expected to develop theories 
not immediately associated with spe­
cific practices.
Accounting Research
Another condition which accounting 
faces is the tendency of practitioners to 
dominate the thinking and research 
within the field. Perhaps the distribu­
tion by the Institute of a recent publica­
tion of the American Accounting As­
sociation on standards is an indication 
that the professional mind in welcoming 
a most interesting inquiry by nonprac­
titioners, has broadened. But as long as 
the Institute maintains a “research” 
group which delves, apparently at ran­
dom, into various fundamental prob­
lems having momentary importance, 
without any serious attempt to correlate 
the findings, this broadening process 
may be doubted.
Domination by practitioners of ac­
counting research seems at first blush 
to be an entirely proper procedure. They 
have funds available for research and 
have a wealth of research materials at 
hand. But three main difficulties arise 
immediately. First is the direction, 
easily predictable, taken by research. 
Subjects of research are chosen for the 
researchers, and the findings must not 
be harsh. Under such conditions, no 
basic research is possible. Second, the 
orderly development of lay controls 
over professional activities is postponed. 
In this second point lies a rich field of 
inquiry which I can only mention here. 
I refer to the dangers of the intrapro­
fessional growth of ideas, unchecked by 
outsiders. The Securities and Exchange 
Commission has on the whole displayed 
courage and competence in dealing with 
the profession, but it is not a research 
agency and it has had to accept a good 
many preconceptions of the accountant 
and his habits without critical analy­
sis; its attitude, moreover, is necessarily 
restricted by its limited field of interest. 
Other agencies have had even less effect 
on the profession. No independent ap­
praisal of the aims and objects of pro­
fessional accounting has ever been made 
by any disinterested group. Third, is the 
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type of thinking in which influential 
practitioners so often indulge. I have 
already referred to the concept of 
“sound accounting,” that temple of 
refuge to which many a promising 
argument has unblushingly fled. Not 
many accounting practitioners who 
have chosen to write or talk on the sub­
ject of accounting fundamentals have 
been exempt. I am afraid, too, that a 
number of accounting instructors, in 
books on accounting principles, have 
likewise sought asylum there. “Con­
servatism” and “consistency” have 
also been treated as concepts or as bod­
ies of concepts that justify the superi­
ority of one procedure over some al­
ternative. These acquired inhibitions 
effectively prevent anything like a 
scientific growth of accounting thought 
by practitioners.
Extent of Service
A further check on the independent 
development of fundamental accounting 
concepts has been the inability of ac­
countants to free themselves completely 
of the notion that their services extend 
only to the management of business. 
Certificates are still addressed to boards 
of directors, occasionally to stockhold­
ers, although their importance extends 
far beyond these groups. Again, the 
fiction is still indulged in that financial 
statements are the managements’, even 
where, as in most cases, the accountant 
has a free hand in their preparation 
and content.
It is true that the accountant certifies 
to figures the basic data for which he 
has for the most part only test-checked. 
But in the typical case this limitation 
has little importance, for in the system 
of internal controls he has a much 
stronger proof of accuracy—in fact his 
dependence on these controls is admit­
ted in his certificate.
For present purposes, the content of 
the certificate has importance only as 
reflecting in various ways the depend­
ence of the accountant on business 
management. There can be little doubt 
that in the written word on fundamen­
tals he will be similarly affected.
Limits of Development
Within the field of business, the ac­
countant and his ideas have had their 
principal development. This develop­
ment has on the whole been carefully 
reviewed by interested groups, and on 
many aspects of corporate accounting 
there has been general agreement. Par­
ticularly in this country the agreement 
has extended to the public at large, to 
legislative bodies, and to regulatory 
commissions. However, outside of the 
business field, accounting has not 
reached very far. Its techniques are 
applicable with equal validity to gov­
ernment and to the domain of the social 
scientist. I wonder if this fact is gener­
ally appreciated.
The National Committee on Munici­
pal Accounting has made great progress 
during the few years of its existence 
and many of its findings can be applied 
to government generally. It has not 
reached the same stage of development 
as has corporate accounting, for two 
reasons: it needs a wider acceptance 
which only many more years can give, 
no matter how excellent its premises 
may be, and it needs external criticism, 
which as yet has not appeared. Account­
ing practices of the federal government 
are still comparatively untouched, al­
though at present a number of stimuli 
are being applied in order to determine 
the extent of the problems that are 
involved.
Also untouched are certain other 
fields in which performance and ac­
complishments need to be measured for 
the information and criticism of the 
general public. The medium of measure­
ment need not be the dollar, for the 
accountant long ago discovered that 
often the value of his services was to be 
found in his narrative rather than in 
his schedules. The techniques needed 
in these instances are a capacity to in­
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vestigate performance and an ability 
to impart information on accomplish­
ments, coupled with a highly developed 
sense of recognizing the relevant. Sup­
pose an example be chosen within the 
field of government. Several hundred 
thousand dollars are spent each year 
on the forest service, a division of the 
Federal Department of Agriculture 
which manages the 350,000 square miles 
of the country’s national forests. An 
accountant, if called upon to say some­
thing about the forest service, would 
probably find out first what appropria­
tion had been devoted to it last year by 
Congress. He would then ascertain its 
expenditures and compare the total with 
the appropriation. He would have some 
trouble making up his mind as to ex­
penditure classification, for he could 
break down the total by the organiza­
tional pattern, by the functions served, 
or by objects of expenditure. He would 
hesitate a good while before doing any 
more, for he finds no parallel elsewhere 
and cannot easily devise any measure­
ment of the results secured. Yet the 
methodology required does not call for 
more than what has been accomplished 
in the field of private business.
What I have said thus far means that 
accounting has not reached the point 
where it can realistically be called a 
developed subject. As with other social 
sciences, its practitioners have been 
immersed so completely in procedures 
that thinking planned for the future in 
terms other than those employed in the 
present has been unknown. There has 
been no projection of aims or problems 
that the future must solve. The account­
ing instructor must teach procedures 
because the groundwork for principles 
hasn’t been laid.
From these and similar premises, 
it seems to me that accounting educa­
tors should assume a more positive role 
in the development of the account­
ing background and that practitioners 
should aid them in doing so. Until more 
progress in that direction has been 
shown, instructors will have to con­
tinue to teach procedures to beginning 
students, and to indicate vaguely that 
these procedures somehow illustrate 
principles that cannot now be made 
objective; for they cannot expect to 
find more than proposals for procedural 
changes coming from the profession. I 
prefer, therefore, to see the Institute’s 
research activities transferred to a non­
practitioner group under whose sponsor­
ship many projects in the academic and 
professional fields could be conducted 
simultaneously and the research proj­
ects now in process could where prac­
ticable be more closely correlated.
In conclusion, I present for your con­
sideration a series of propositions.
1. Accounting is a language that ought 
to be talked by the greatest possible 
number of persons.
2. Principles of accounting can be ac­
quired by patient, scholarly studies 
under an objective, independent plan 
of research.
3. Research now conducted under the 
auspices of the Institute’s committee 
on accounting procedure may have 
value in indicating the problems now 
of concern to the profession, but with 
no central scheme of correlating the 
subject matter the findings of the 
committee will tend to be inconsist­
ent with each other and with any 
coherent concept of accounting, and 
hence short lived.
4. A knowledge of business practice is 
of course essential to beginners in 
accounting, but ways and means need 
to be devised for teaching business 
practice before accounting instruction 
is commenced. Concentration on ac­
counting matters can thus be facili­
tated and much less time devoted to 
the first course.
5. An orderly statement of accounting 
principle, once developed and follow­
ing a well planned course in business 
practice, should be possible without 
the necessity of providing practice­
set work.
6. Such a course, covering the high­
lights of the entire field, would then 
be suitable alike as an orientation for
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beginning accounting students and 
as a survey course for those whose 
contact with accounting will be lim­
ited to one or two courses. Considera­
ble value would attach to a course 
that could be universally applied.
7. Particular attention should be paid 
to the possibility of extending ac­
counting and auditing methodology 
to any field where reporting on a pro­
gram of activity, and the results se­
cured by that activity, are required. 
The usefulness generally of the so- 
called procedural audit made by 
accountants, in which no figures may 
appear, deserves careful study.
8. In general, the goal of accounting 
education should be to make of ac­
counting something more solid than 
a well ordered collection of proce­
dures, and to extend its usefulness far 
beyond its present confines.
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What the Practitioner Looks for in the 
College Trained Accountant 
By T. Edward Ross, Philadelphia
Member of committee on education, American Institute of Accountants
T
here are certain primary qualifi­
cations which should be looked for 
in all who enter the field of public 
accountancy. Whether one has had the 
advantages of college training or not, 
it is important that he be trustworthy 
and dependable. Even a junior member 
of a staff, to a greater or less degree, 
represents his employer and, therefore, 
his character, personality, industry, 
discretion, and tact should be such as to 
warrant the good opinion of the client 
and the members of the client’s organ­
ization. He should be willing to accept 
responsibility, and also should be quick 
to realize that, in view of the confiden­
tial nature of his work, he should re­
frain from gossip about his employer’s 
affairs and those of his employer’s cli­
ents. On the other hand, he should exer­
cise good judgment in communicating 
to his chief any pertinent information 
which he acquires.
It is expected that the college man 
entering the field of accountancy has 
been trained in habits of logical thought, 
and has learned to go below the surface 
of things in order to see if conclusions 
are established on solid foundations. In 
his work he will meet with many records 
which appear on their face to be true 
and accurate, but which an adequate 
investigation will prove to be otherwise. 
He will also learn that statements made 
to him in good faith are not always 
based upon adequate knowledge and 
cannot be relied upon.
Some men with good memories may 
succeed in acquiring a reputation for 
scholarship because they can answer 
questions according to the book but 
without giving much thought to the 
underlying principles involved. In their 
accounting work, men of this type are 
prone to follow instructions and pro­
grams in a slavish and routine manner. 
They set the net in accordance with 
rule and then fail to draw it because 
they have not accustomed themselves 
to carrying their work to a logical con­
clusion. As it is impossible for the 
practitioner to prescribe minutely in 
advance methods of procedure to cover 
all matters which may be discovered 
during the course of an investigation, it 
is essential that those entrusted with 
the responsibility for any part of the 
examination should be able to recognize 
the need for proper action in the event 
of unexpected developments.
Before entering the field of account­
ancy, one should realize that public 
accounting, like other professions, is an 
exacting occupation. The accountant’s 
responsibility does not end with his 
client, and this larger accountability 
demands careful and painstaking serv­
ice. The accountant has his full share of 
drudgery, and frequently he is called 
upon to forego his social and recrea­
tional activities, so that anyone who is 
not willing to make sacrifices in these 
respects had better enter some other 
field where regular hours and routine 
duties prevail.
There would be some hesitation in 
even mentioning a few primary educa­
tional matters in this connection if it 
were not that many employers have 
referred to them repeatedly and mem­
bers of examining boards have stressed 
the deficiencies of so many candidates 
for certification.
Good, legible handwriting, although 
it has become less important as educa­
tional equipment because of the wide­
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spread use of machines, is very desir­
able. It has become a rather common 
practice to have signatures on letters 
and other communications followed by 
the name in type, so that the recipient 
may be sure of the identity of the writer, 
but balance-sheets, schedules, and work­
ing papers are still being prepared in 
manuscript, and those, at least, who 
have to type the reports appreciate a 
manuscript that can be read without 
undue strain on the imagination.
Turning to another subject which is 
presumed to be taught in the grade and 
secondary schools—a workable knowl­
edge of arithmetic is of value. An 
astonishing number of college graduates 
when tested fail in solving simple prob­
lems in commercial arithmetic or take 
an unusually long time to produce cor­
rect results. Criticisms of this condition 
are not confined to practitioners. The 
Carnegie Foundation for the Advance­
ment of Teaching reported that in 
twenty out of a total of thirty-three col­
leges included in a survey, the average 
student had gone backward in mathe­
matics during his course and, further, 
that the students in the business group 
showed the heaviest loss.
The college graduate is expected to 
be able to present the results of his in­
vestigations with facility and precision, 
but such expectations frequently meet 
with disappointment. The faculties of 
a number of our colleges have recog­
nized the need of placing more empha­
sis on the study of English, and some 
have included in their accountancy 
courses studies in report writing and 
public speaking.
The college-trained man, generally 
speaking, has an advantage over one 
who has not had such training, but 
many of the latter, by determination 
and industry, have overcome the handi­
cap of limited schooling and are able to 
hold their own in all departments with 
those who have enjoyed more extended 
scholastic privileges. The report of the 
Carnegie Foundation for the Advance­
ment of Teaching, to which reference 
has been made, points out that there is 
a large percentage of high-school grad­
uates who are unable to enter college, 
but whose school records indicate that 
they would profit more from a college 
course than many of those who enjoy 
that privilege. Many of them secure 
training in business courses which pre­
pare them to take up the junior work in 
accountancy at an earlier period. From 
this group have come many of the suc­
cessful men in the profession.
Preference should be given to the 
man of the broader training afforded by 
the college, provided the superstruc­
ture is based on a sound foundation. The 
profession needs men whose educational 
equipment is comparable with that of 
any of the professions. The accountant 
should be able to meet upon equal terms 
the lawyer, the banker, and others in 
so far as his educational and cultural 
equipment is concerned.
There is a belief among some that 
the employer has an obligation to his 
clients, as well as to his junior employ­
ees, to see that before the junior is 
assigned to work upon clients’ accounts 
the gap between the academic course 
and professional work is bridged by an 
intensive course in practical prob­
lems, the proper use of various forms, 
methods of procedure, relations with 
clients and, generally, the standards 
and methods of the organization. Such 
a course has been found to give the 
beginner a facility in his work and a 
knowledge of many important matters 
which he would not acquire in a much 
longer period if left to learn them inci­
dentally in the daily routine of his 
duties.
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Combining Practical Experience with Education
By Jacob B. Taylor, Columbus, Ohio
Member of committee on education, American Institute of Ac­
countants; past president, American Accounting 
Association
O
ne of the acute problems facing 
accounting departments in col­
legiate schools of business is 
that of bridging the gap between the 
work in the classroom and the account­
ant’s activities in business. A sound 
program of work in the university will 
most certainly provide a direct way to 
ultimate success in the practice of ac­
counting. It is the painful transition 
period that furnishes problems for both 
the practitioner and the student em­
barking on what he hopes will be a suc­
cessful career in a growing profession.
As the student approaches the time 
when he will graduate from the univer­
sity, he faces also the decision of whether 
he will enter the practice of public ac­
counting or whether he will find his 
best success in an industrial accounting 
position. Without the benefit of previ­
ous experience, he must determine 
which of the two fields of accounting he 
will enter. In most cases it is a “shot in 
the dark.” He may be conscious of the 
fact that the requirements as to fine per­
sonality, good appearance, consummate 
tact, honesty, and respect for confi­
dences, must all be met if he is to suc­
ceed in public accounting. He may not 
know whether he possesses these at­
tributes to the required degree.
Equally important is the necessity of 
weighing the advantages of a con­
stantly changing type of work in public 
accounting against the disadvantages of 
frequent travel from one city to another 
and alternate periods of great activity 
and relative idleness. In industrial ac­
counting, the advantages of a perma-
Note. — In Mr. Taylor’s absence, his paper 
was presented by Professor Hermann C. Miller, 
of Ohio State University. 
nent location may be offset by the eter­
nal sameness of the everyday tasks. 
There are advantages and disadvan­
tag s to both fields of accounting en­
deavor.
The opportunity to “sample,” so to 
speak, one of these fields would be wel­
comed by alert, ambitious, and qualified 
students. The experiences gained there­
by would help them to a choice of 
occupations at the end of their uni­
versity career.
The field-work plan for those stu­
dents who wish to enter public account­
ing has been developed to establish a 
means whereby the students may gain 
such valuable experience before gradu­
ation. The plan which is here described 
is the one which has been in successful 
operation at Ohio State University for 
about thirteen years. Being located ad­
jacent to several cities of considerable 
size, it has been possible for the univer­
sity to secure the cooperation of a large 
number of public accounting firms.
In fact, the geographical spread of the 
cooperating firms is somewhat amazing, 
extending from New York and New­
ark, New Jersey, in the East to Pitts­
burgh and then through Cleveland to 
Detroit and Chicago in the West. Many 
Ohio cities and firms are, of course, in­
cluded. The firms and the cities range 
from the largest to the relatively small. 
The types of engagement undertaken 
by the firms are of almost every type 
and variety. Thus the opportunity for 
gaining wide experience is presented to 
the students in the best possible way.
Briefly the operation of the plan is 
about as follows. During the winter 
quarter of the senior year, those stu­
dents who participate in the field-work 
91
Extensions of Auditing Procedure
plan withdraw from the university and 
accept employment as junior account­
ants on the staffs of the cooperating 
firms of certified public accountants. 
At the end of the winter quarter, the 
students return to the university and 
again take up their studies. Graduation 
follows then at the end of the spring 
quarter or the summer quarter after the 
return from field work, depending upon 
whether the student has anticipated his 
absence in the winter quarter of his 
senior year by attending some previous 
summer session.
Participation in the field-work plan on 
the part of the students is not compul­
sory. The success of the venture would 
be jeopardized if it were to be made so. 
Only the better students are privileged 
to take part in the field work, and even 
in these cases it is optional. No univer­
sity credit is given, but the student is 
paid by the firm which employs him 
the regular salary paid by that firm to 
its junior accountants.
The distribution of the students 
among the various cooperating firms 
has been left generally to the depart­
ment of accounting of the university. 
The demand for the students is usually 
greater than the supply. The depart­
ment makes the allocation of students 
so that each cooperating firm secures 
the services of at least one student. 
Some firms, of course, are sent several 
students, the largest number ever going 
to one firm in one year being eight. In 
the last few years, the demand for our 
students far exceeded the supply of 
those qualified and none is sent on this 
venture who is not deemed qualified. 
The largest number of students sent on 
field work in any one year would ap­
proximate forty. A few public account­
ing concerns have been able to maintain 
an unbroken record of cooperation with 
the university in this venture.
In selecting the students for the 
various firms, care has been exercised 
to take into account peculiarities in the 
type of practice of a firm, the emphasis 
by the resident partner or principal on 
particular personal traits, or other re­
quirements. Students with antagonistic 
personalities, with physical defects, 
with negative personalities, with poor 
personal appearance have never been 
sent on this work. In addition, only 
those students who rank in the upper 
half of the senior accounting class have 
been eligible.
The variety of accounting engage­
ments in which these students have 
been used by the accountants by 
whom they were employed has been 
one of the satisfactory features of the 
field-work plan. The students, even 
though performing only the tasks of the 
junior accountant, are enabled to study 
at close range, the methods of account­
ing, the economic problems and the 
methods of doing business of many 
different kinds of enterprises. The 
broadening effects of this alone would 
be sufficient justification for the whole 
plan, were there no other benefits.
Close contact is maintained with the 
cooperating firms through the medium 
of a member of the faculty of the de­
partment of accounting. This faculty 
member calls on or communicates with 
the office managers of the accounting 
firms at least once a year and in some 
cases twice a year. All matters pertain­
ing to placing the students are discussed 
at these conferences. At these times, 
too, criticisms of the work done by the 
students are solicited by the faculty 
member.
It is always the hope in soliciting 
criticisms that the department of ac­
counting might be assisted in improving 
the quality of its teaching. Weak spots 
in the training of the students are 
sought and each office manager is re­
quested to point out those which he has 
discovered. From this angle, the criti­
cisms have not been so helpful. There is 
very little tendency, perhaps too little, 
on the part of the firms which use these 
students to find fault with their training 
in accounting or even to suggest ways 
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in which it could be improved. This, of 
course, has been disappointing. How­
ever, there have been some criticisms of 
personal characteristics of the students 
themselves which have been carried 
back to younger students with benefi­
cial results. One firm regularly com­
plained of the poor handwriting of the 
students until it secured a student who 
was not only a good accountant but a 
splendid penman. Many of the objec­
tions and criticisms are overcome by 
sending these firms men without the 
faults which seem glaring to them. One 
firm insists on neatness to the extreme. 
Others are not so particular. If the mat­
ters upon which certain emphasis is 
placed by the various firms were not 
taken into account, the criticisms 
which would result would be along these 
very lines. It has been the happy expe­
rience in the time in which the field­
work plan has been in operation at 
Ohio State University that most of the 
criticisms have been favorable ones and 
those which could be construed to be 
unfavorable at all were given in an ex­
tremely helpful manner.
The advantages of the field-work 
plan from the standpoint of the coop­
erating firms of certified public ac­
countants as taken from their own 
comments are somewhat as follows:
1. That university students sent to 
them under the field-work plan after 
careful selection are much more 
satisfactory than the junior account­
ants who may be picked up at 
random.
2. That these students are available at 
the time of greatest activity in pub­
lic accounting and return to the 
university when the work begins to 
slacken in the early spring. Thus a 
satisfactory supply of junior ac­
countants is available at the time 
when it is needed, yet there is a 
definite understanding that the em­
ployment is not permanent.
3. That this trial period of about three 
months gives the public accounting 
firm an opportunity to determine 
whether or not the student would 
prove satisfactory if given a per­
manent position after graduation.
The advantages to the student are 
that:
1. He gains useful experience which 
permits him to make the last two 
quarters’ study much richer and 
much more satisfactory.
2. He is enabled to determine by actual 
trial whether or not the public ac­
counting field will prove attractive 
to him and whether he will be able to 
succeed in it.
3. He may secure for himself a per­
manent position if he acquits him­
self well as a junior accountant. A 
great proportion of the students who 
have been placed under the field­
work program have been given per­
manent positions by the firms after 
graduation.
There is an equally good possibility 
of developing the field work in industrial 
accounting. The opportunity to utilize 
university students by industrial con­
cerns would arise generally in the sum­
mer vacation period. The students could 
then be used to assist in disposing of the 
accumulation of work during the time 
that clerks in the accounting depart­
ments were on vacation. In this way, 
the employing company would have 
available a sufficient number of tempo­
rary employees to assist in caring for 
routine tasks during the busy season. The 
student could perform a variety of tasks 
and would benefit by being subjected 
to a reasonable amount of mechanical 
routine. The advantages of inspecting 
the accounting set-up of a single com­
pany with the possibility of returning to 
that company in a permanent position 
are also present.
Regardless of whether or not a stu­
dent has a definite idea of which 
branch of accounting—public or indus­
trial—he wishes to enter after gradua­
tion, a summer quarter in an industrial 
accounting position and a position as 
junior accountant with a public ac­
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counting concern during the winter 
quarter will assist him materially in 
choosing wisely and correctly. Also the 
benefits to him as a student because of 
this participation in practical account­
ing work should not be minimized.
As one of the developments of the 
field-work plan, several of the cooperat­
ing firms have urged certain of their regu­
lar employees to take time off during 
slack periods to return to the university 
for graduate work. This is entirely 
possible at Ohio State University where 
the quarter system is in operation. 
Thus practical experience and educa­
tion may be combined after the bac­
calaureate degree has been gained and 
after the graduate has entered fully on 
his chosen work in public accounting. 
Carried to the greatest possible fruition, 
with the utmost cooperation on both 
sides, special graduate courses could be 
made available to the younger college 
trained staff members of public account­
ing concerns at times which would best 
suit their needs and opportunities.
Based on the experiences at Ohio 
State University, the benefits of com­
bining practical experience with ed­
ucation are so vast as to outweigh 
completely the mechanical difficulties 





The Sin of Perfectionism
BY JEROME N. FRANK, WASHINGTON, D. C.
Chairman, Securities and Exchange Commission
T
hese tragic days, when so large a 
part of the world is being de­
stroyed, to talk of governmental 
regulation of corporate accounting may, 
to some of you, recall the poet’s line 
about “lecturing on navigation while 
the ship is going down,” or Anatole 
France’s comment, “We should con­
ceive a positive pity for our economists 
arguing with one another about the cost 
of the furniture in a burning house.”
But those of you who are in that 
mood should also recall President 
Roosevelt’s recent remarks when he 
signed the investment-company act 
and the investment-advisers act. 
“These acts,” he said, “give the Se­
curities and Exchange Commission 
power to regulate investment trusts and 
investment counselors. They mark an­
other milestone in this administration’s 
vigorous program ... to protect the 
investor. As the pressure of interna­
tional affairs increases, we are ready for 
the emergency because of our fight to 
put our domestic affairs on a true 
democratic basis. We are cleaning 
house, putting our financial machinery 
in good order. This program is essential, 
not only because it results in necessary 
reforms, but for the much more impor­
tant reason that it will enable us to 
absorb the shock of any crisis.”
I
There could be no single blow more 
deadly to the protection afforded to in­
vestors by the S.E.C. than a successful 
attack on its accomplishments in the 
field of corporate accounting. Without 
the S.E.C. supervision of accounts,
Note.—In Chairman Frank’s absence, his 
address was read by William W. Werntz, chief 
accountant of the Securities and Exchange 
Commission. 
regulation of the issuance of utility 
securities under the public-utility hold­
ing-company act of 1935 would be 
meaningless, and the securities act of 
1933 would be a joke.
It is for that reason that I want to 
discuss the assault on the accountancy 
work of the S.E.C., launched by John 
M. Hancock, of Lehman Brothers, on 
April 26, 1940, in a speech entitled 
“ Responsibility on the Part of the 
Public Accountant and His Client.”1 
There he referred to “the securities 
acts and their administration,” and, 
noting that annual corporate reports to 
stockholders are not within the scrutiny 
of the S.E.C. under those acts, said 
that “a better job is being done in the 
unregulated field, than in the field cov­
ered by regulation.” Admitting the 
need and value of auditors’ reports, he 
spoke of “the trend of development in 
this field over the last six years” which 
seemed to him “to have placed a false 
emphasis upon the need and value” of 
such reports. Mentioning the days 
when monkish “mental gymnasts” 
theorized as to how many angels could 
stand on the point of a cambric needle, 
he said, “In these days the same kind 
of mind—possessing plenty of intelli­
gence but lacking in judgment—seems 
to be busy in developing theories about 
all sorts of precise practices for improv­
ing accounting methods and results.” 
“I think,” he remarked, “the current 
drift is towards an undue emphasis 
upon the accuracy of accounting for 
corporate reports.” And he doubted 
whether “there is any warrant for de­
voting working time to a consideration 
of many of the finely spun arguments 1
1 Delivered at the Accounting Clinic held at 
Northwestern University School of Commerce.
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striving for absolute accuracy of annual 
reports.” The “attempt to get so pre­
cise ... is not worth while,” he com­
mented, and asserted that “there is no 
sound usefulness in the extreme pre­
cision and extended presentation now 
being demanded.” He emphasized “the 
impossibility of absolute factual cer­
tainty” in accountants’ reports.
Observe what Mr. Hancock has done: 
He has pictured the S.E.C. as consisting 
of intelligent but academic theorists and 
impossibilists—monkish “mental gym­
nasts”—striving, foolishly, in a neces­
sarily imperfect world, for absolute 
perfection.
I want to discuss that ridiculous pic­
ture and to demonstrate its falsity for 
these reasons: First, it is being paraded 
about the country by a small group of 
ultraconservative investment bankers 
who are engaged in an effort to have the 
securities act gutted by amending it in 
such a way that the S.E.C. would be 
powerless to prevent the sale of certain 
large security issues—even if the regis­
tration statements were clearly false 
and misleading.2 Second, such a picture, 
if it were believed to be accurate, would 
discredit the important work which the 
S.E.C., in cooperation with such or­
ganizations as yours, has done in 
gradually raising the standards of cor­
porate accounting and in establishing 
some relatively uniform procedures in 
order that investors, and the public 
generally, will be better informed as to 
what corporate managements are doing 
with the assets of investors entrusted to 
their care.
2 They favor an amendment which would pro­
vide that, if certain facts existed, a registration 
statement, as to a security issue, would become 
immediately effective upon its mere filing with, 
and after no prior scrutiny by, the S.E.C. That 
is, the Commission would be given no oppor­
tunity to inquire, before the securities were 
issued, as to whether the facts required as a 
basis for such “automatic registration” did or 
did not exist, or whether the facts set forth in 
the registration statement were or were not 
clearly false and misleading in material respects.
Among those cases in which, under the pro­
posed amendment, there would be such “auto­
matic registration”—and where the Commis­
sion would be powerless to act, in advance, to 
prevent the issuance and sale of the securities— 
was to be the following: Where a company, 
which has no previously registered or listed 
securities, has been in existence and carrying on 
the same general type of business for a given 
period of years; has made generally available to 
its stockholders and to the public, for a given 
number of years, annual reports containing 
financial statements of a certain character cer­
tified by independent public accountants; had a 
net income, as set forth in those reports, for a 
certain number of years; and had had, during 
those years, a given number of stockholders. 
The obvious effect of the amendment would be 
to prevent the institution, by the S.E.C., of 
In sharply disagreeing on the subject 
of corporate accounting with Mr. Han­
cock and with those investment bankers 
who accept his views, I am distinctly 
not to be understood as expressing any 
personal animus towards him or them 
on the part of the S.E.C. or myself. In a 
democracy, all men, of course, are en­
titled freely to criticize any aspect of 
government. And such criticism should 
not provoke anger in those government 
officials who are criticized. Freedom to 
reply to the criticism, however, is the 
privilege of those officials. And a reply,
stop-order proceedings before the registration 
statement of such a company would become 
effective.
There are many large corporations, whose 
securities have heretofore not been registered or 
listed, which could put out issues that would 
immediately be sold, simultaneously with the filing 
of their registration statements—a filing that, 
under the proposed amendment, would at once 
make the registrations effective under the proposed 
amendment.
In such circumstances, as to such an issue, 
even if the S.E.C. discovered, after the filing, that 
the registration statement was clearly false and 
misleading (or that the facts entitling the regis­
trant to an “automatic registration” were ab­
sent), it would be futile for the S.E.C. to begin 
stop-order proceedings, since, by the time such pro­
ceedings were begun, the issue would have been 
sold to the public.
To the S.E.C. it seems that an amendment, 
having such consequences, would strike at the 
very heart of the securities act. Since Mr. Han­
cock and some other investment bankers spon­
sored such an amendment to the securities act, 
it is entirely correct to say that they were for 
“gutting the act by amending it in such a way 
that the S.E.C. would be powerless to prevent 
the sale of certain large security issues—even if 
the registration statements were clearly false 
and misleading.”
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by one on the S.E.C., to adverse com­
ments by an investment banker must 
not be interpreted as an expression of 
hostility towards the critic in particular 
or investment bankers as a group. The 
S.E.C. has always recognized that the 
investment bankers perform a vital 
function in our economy: They supply 
one of the means by which the savings 
of our citizens are converted into labor­
producing plant expansion; without the 
investment bankers, America could not 
have grown as it did, and could not 
continue to grow. But a recognition of 
those facts, and respect for Mr. Han­
cock in particular as an able investment 
banker, do not require that I refrain 
from saying—without any rancor—that 
I have little respect for the kind of 
attitude he has expressed with respect 
to corporate accounting and its regula­
tion by the S.E.C. That attitude can be 
illuminated by observing a similar 
attitude in another field.
Time was, not so long ago, when a 
physician, engaged in making an edu­
cated guess as to what was wrong with 
a patient and as to his future health, 
relied chiefly on the appearance of the 
patient, his pulse, his temperature, a 
glance at his tongue and throat, and on 
the physician’s trained judgment, based 
on his background of previous experi­
ence. Today, most physicians also 
employ a multitude of laboratory tests. 
Suppose now that a critic of modern 
medical practice came before you and 
said: “What’s the use of all this expen­
sive laboratory hocus-pocus? It’s sheer 
nonsense to expect absolute exactitude 
in medicine, and these newfangled 
gadgets can’t produce it. Nor will their 
use make everybody well. A doctor must 
exercise judgment; and judgment based 
solely on laboratory tests is no substi­
tute for the good old ways. Many pa­
tients were cured before there were any 
medical laboratories. Let’s scrap them 
and go back to the old, simple, observa­
tional methods.”
Such remarks are an instance of dan­
gerous, uncompromising thinking. They 
present a false antithesis. They divide 
the subject of medical practice into 
two distinct hemispheres: first, one in 
which doctors make their educated 
guesses as to a patient’s present and fu­
ture health without modern laboratory 
aids, and second, one in which those 
aids and nothing else are employed. It 
erroneously depicts two and only two 
alternatives. Of course, today no physi­
cian in his senses relies solely on labora­
tory techniques. He uses judgment 
based upon both the old and the new 
methods.
But the critic stupidly insists on 
either the old or the new. And he rejects 
the new because (1) it alone is insuffi­
cient (as every doctor knows) and (2) 
it does not bring perfection in doctors’ 
educated guessing (which no doctor or 
intelligent patient expects).
Such a critic dogmatically employs 
what may be called “either-or” think­
ing, an approach which is wholly falla­
cious with respect to most subjects— 
including accountancy—since it un­
wisely confines attention to one of two 
possible methods. Usually, there is not 
such a limited choice—as if between 
black or white. There is a spectrum of 
choices or, rather, there are choices 
between several possible blendings of 
methods, old and new. Frequently, the 
new does not displace the old but sup­
plements and improves it.
What we need is “both-and” thinking 
which says, “We want some of this and 
also some of that,” which does not pit 
the “purely ” good against the “purely ” 
evil, but makes nicer discriminations 
and differentiations. You will note that 
science employs graduated scales of 
value. It does not protray heat versus 
cold, but speaks rather of 20 degrees or 
60 degrees or 100 degrees of tempera­
ture.
We should beware of the dogmatic 
“either-or" man. He is, in most in­
stances, a kind of perfectionist; and 
perfectionists are dangerous people who
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often stultify progress and prevent 
desirable change. The sin of perfection­
ism is that it mutilates life by demanding 
the impossible.
Perhaps I should be a little more 
explicit. There are, I suggest, two kinds 
of perfectionists. The positive perfec­
tionist is a man who insists that men 
must live up to his ideals, even if they 
are impossible of attainment. He de­
mands the impossible in conduct. He is 
impatient with anything short of ab­
solute perfection. But, in his favor it 
should be noted that, at least, he is 
usually aggressive—forward moving— 
in his search for perfection.
There is also the negative perfection­
ist. He is against all change because it 
will not bring perfection. Unless a pro­
posed forward step will produce the 
“absolutely” perfect, he opposes it. He 
prefers whatever exists, no matter how 
bad, unless it can be supplanted by a 
flawless substitute. He is a passive 
resister. He usually tries to defeat a 
particular change by mistakenly charg­
ing that its proponents make extrava­
gant claims. He erroneously reports 
them as saying, “This new device will 
have no defects.” He ignores their 
qualifying adverbs, puts in their mouths 
words which they never uttered, and 
ascribes to them attitudes which they 
never entertained. He somehow induces 
himself to believe that they are one- 
hundred-percenters, all-or-nothing fa­
natics, wild-eyed advocates of the 
impossible.
II
Mr. Hancock’s speech is an excellent 
specimen of that kind of absolutist, or 
negative perfectionist approach in its 
most pronounced form. You will recall 
how, in favorably contrasting (1) un­
regulated accounting with (2) account­
ing when regulated by the S.E.C., he 
characterized the latter as involving an 
impossible striving for “extreme preci­
sion” and for “absolute accuracy” or 
“absolute factual certainty.”
You see, at once, the tactics of the 
negative perfectionist: Mr. Hancock 
has loaded the dice in favor of unregu­
lated corporate accounting. He de­
scribes, as the one and only alternative, 
a kind of regulation which seeks to re­
quire the “extreme” and the “ab­
solute.” If that description were correct, 
there could be but one verdict: regu­
lated accounting under the securities 
act would be ridiculous. If the choices 
were, in truth, restricted to the two 
presented by Mr. Hancock, no sane man 
would fail to elect in favor of unregu­
lated accounting—in favor either of the 
repeal of most of the securities act or 
the condemnation of those who have 
administered it.
But that picture is absurd. The 
securities act does not contemplate 
anything so impossible as “absolute 
accuracy” or “extreme precision” in 
accounting. Nor does the S.E.C. seek to 
obtain it. As you are well aware, its 
aims are far more restrained. It strives 
for improvements in accounting stand­
ards, admitting freely that perfection is 
unattainable. That the S.E.C. does not 
deal in “absolutes” or “extremes” is 
well known to most of the accounting 
profession which, I am glad to say, has 
cheerfully cooperated with us in striving 
to improve corporate accounting—and 
without aiming to reach the moon of 
perfectionism. Neither the S.E.C. nor 
the accountants discard all the old tech­
niques (necessarily involving judg­
ment), nor assume that all the new and 
improved accounting standards—which 
are gradually being evolved—will ever 
exclude all error and produce absolute 
precision and infallibility. But you and 
the S.E.C. believe that accounting 
must be constantly re-examined, and 
that revisions of procedures must be 
made again and again, in order that the 
profession may serve the current needs 
of the investing public with all practica­
ble efficiency. To my mind, our coopera­
tive program has not overemphasized 
the need and value of your reports as 
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auditors; and I believe the improve­
ments which have been made have been 
salutary.
Mr. Hancock deplores “the kind of 
attacks which have been made upon 
management and upon auditors during 
recent years.” If he means unfair 
attacks, I concur. If he means severe 
criticism of some managements and 
auditors based upon such cases as 
McKesson & Robbins or some of the 
cases recently reported in our invest­
ment-trust studies, then he is surely 
wrong. I hope that, in that respect, I 
have misunderstood him. But I do go 
along with him in objecting to those 
who have tried to put business, as a 
whole, “in the dog house.” It is just 
because I think that indiscriminate 
efforts to overpopulate the kennels with 
businessmen should be avoided that I 
trust that, by the cooperation of honest 
practical businessmen, accountants, and 
government, we can make life so hard 
for the crooks that honest businessmen 
may not unfairly be accused because of 
the misdeeds of their dishonest fellows.
As the heart of Mr. Hancock’s attack 
on S.E.C. regulation of accounting is to 
be found in his commendation of the 
unregulated annual corporate reports to 
stockholders, it is of interest to note 
that the New York Herald Tribune— 
a most conservative newspaper—said, 
on August 22, 1940, of those unregu­
lated reports: “While a number of 
corporations have realized the wisdom 
of publishing informative, detailed re­
ports of their operations, complete with 
comparisons and share earnings, there 
are still too many companies which be­
lieve that the function of the report is 
to obfuscate rather than to elucidate.”
That statement is amply confirmed 
by the exhaustive studies conducted by 
the S.E.C. of malpractices by certain 
investment trusts. In our report to Con­
gress on the accounting methods of 
those companies we said, in part:
“With this large industry almost 
completely unregulated and unsuper­
vised, information concerning these 
abuses and some protection against 
them might have been afforded the 
investing public had there been in 
general use a sound and recognized 
body of uniform accounting principles 
and practices. The Commission’s study 
of the accounting practices of invest­
ment companies has disclosed, however, 
that during the period studied there was 
almost completely lacking in the invest­
ment-company industry any such recog­
nized body of uniform accounting 
principles and practices. Instead, there 
reigned such diversity and confusion, 
that accountancy sometimes was trans­
formed into an instrumentality by 
which abuses were both perpetrated and 
concealed rather than exposed. It is 
clear that the managements of many 
investment companies, free from al­
most any restraint, favored those ac­
counting practices in connection with 
their companies which were not in 
accordance with sound accounting prin­
ciples, but rather according to whatever 
designs seemed to the managements 
best fitted to promote their immediate 
objectives, and the adaptability of one 
method or another to the accomplish­
ment of these ends. So great was the 
variety of accounting practices in use 
among the various companies that the 
terse terminology of the stockholders’ 
report became either unintelligible or 
definitely misleading. The few short 
words which traditionally comprise the 
vocabulary of income statement and 
balance-sheet—‘income,’ ‘profit,’ ‘cap­
ital,’ ‘surplus’—were invested with 
such varied and conflicting significance 
that they afforded no true measure 
of the performance of the individual 
company, and rendered almost impossi­
ble accurate comparisons between com­
panies.
“For example, at least four different 
methods were available to investment 
companies in computing the cost of 
securities disposed of from a block 
which had been acquired at different 
times and prices. Frequently, the use of 
one or another of these methods would 
result in the recording of a ‘profit’ on 
the sale, while use of the others would 
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have produced a loss. In consequence, 
it frequently occurred that a company 
which reported substantial earnings 
fundamentally had a position no better 
than another company which reported 
a loss, due to the use of varying criteria 
of cost measurement. Moreover, from 
one year to the next, behind apparently 
identical earnings reported by a com­
pany might lie very different results 
caused by a shift from one method of 
determining cost to another. In the 
same manner, and with like effect, 
securities carried in the portfolios of 
investment companies were valued in 
accordance with four distinct standards, 
each of which affected investment and 
profit accounts differently.
“ Reports to stockholders were found 
to be deficient in numerous respects. 
Some were deficient in their failure 
to reveal the basis of computation of 
profits or losses upon sales of securities. 
... In others there was a deception 
arising from the failure to qualify the 
amounts of profits and losses when 
portfolio securities had been disposed 
of after a write-down. . . . Likewise, 
trading losses were considerably under­
stated. . . . By a failure in some in­
stances to publish adequate analysis, 
reserve accounts became instrumentali­
ties for covering up realized losses and 
for the distortion of trading results. 
Similarly inadequate analyses of sur­
plus accounts in published reports led 
to the concealment of substantial 
realized losses. . . .
“Accountants’ certificates which ac­
companied statements sent to stock­
holders were often characterized by 
equivocal phrases and material omis­
sions. The statements themselves ap­
pear to have been more often inscruta­
ble than informative. . . . The con­
clusion seems unavoidable that large 
numbers of stockholders were led to 
repose confidence in reports which 
would otherwise have aroused their 
suspicion, by the very presence in these 
reports of the names and certificates of 
certified public accountants. Although 
this may have resulted in some measure 
from the failure of the public to appre­
hend the limited nature of the ac­
countants’ engagement or from the fact 
that those limits were not made known, 
the study discloses that, even within 
the scope of their contractual duties, 
the work of many accountants was re­
plete with faults, both of omission and 
commission, which contributed ma­
terially to the end result. It is a com­
monplace, to which the present study 
gives point and substance, that pro­
tection which does not protect is more 
dangerous than none at all.”
It is gratifying to note that Mr. 
Hancock’s eloquence did not persuade 
his own business associates. For Mr. 
Arthur Bunker, of Lehman Corporation 
(affiliated with Mr. Hancock’s banking 
house), in the summer of this year—a 
few months after Mr. Hancock’s attack 
on the accounting provisions of the 
securities act and their administration 
by the S.E.C.—joined with other lead­
ers of the investment-trust industry and 
with the S.E.C. in recommending the 
bill which, in August—without a single 
dissenting vote in either house of Con­
gress—became the investment-com­
pany act of 1940. That act contains 
provisions which go beyond the securi­
ties act of 1933 in conferring upon 
the S.E.C. powers to regulate the shock­
ingly substandard accounting practices 
which had occurred in parts of that in­
dustry. The business spokesmen for 
that industry recognized that the estab­
lishment, by S.E.C. regulation under 
legislation, of decent accounting stand­
ards was essential to protect honest 
managements from unfair competition 
by dishonest managements. They did 
not accept Mr. Hancock’s views that 
legislation of that kind “hampers or 
prevents . . . sound, healthy business 
life.”
And they did not agree with him that 
annual corporate reports to stock­
holders, not subject to S.E.C. scrutiny, 
show that in corporate accountancy 
“a better job is being done in the un­
regulated field than in the field covered 
by regulation” or that “the uniform 
tendency for law or regulation is to 
102
The Sin of Perfectionism
set up either unworkable standards or 
low standards . . .” For the invest­
ment-company act specifically gives 
the S.E.C. jurisdiction over the annual 
reports of investment companies to 
their stockholders.
To E. F. Connely, President of 
the Investment Bankers Association, 
such governmental scrutiny is “es­
pionage.”3 That, of course, is mere 
name calling. It could be employed to 
damn any necessary governmental scru­
tiny: Shall we say, for instance, that 
government bank examiners, inspecting 
a bank, are engaged in “espionage,” 
and shall we, accordingly, abolish gov­
ernment bank examinations? At any 
rate, many investment bankers who 
sponsored the investment-company act 
of 1940, and who are also leading mem­
bers of Mr. Connely’s I.B.A., plainly 
did not accept his philosophy.
3 “Excessive Regulation of the Issuance and 
Sale of Securities,” a speech delivered on Octo­
ber 11, 1940.
There he said, “Business is made extremely 
difficult when conducted under a cloud of con­
tinuing show-cause orders—the practical effects 
of constant espionage as to business behavior.”
4 Main Street and Wall Street (1926).
Investment companies, however, com­
prise only a small fragment of our 
corporations. The reports of most 
corporations to shareholders have for 
the most part been subject neither to 
scrutiny by a governmental agency, nor 
to specific statutory requirements. Many, 
in the 1920’s and early 1930’s, used the 
“dance-card” report—a ten-item bal­
ance-sheet, and possibly a few kind 
words by the president. A reasonably 
detailed income statement was a rarity. 
The critics of the time, many of whom 
were accountants, were by no means 
oblivious to these shortcomings. The 
condemnation by W. Z. Ripley4 has be­
come classic. You may say that such ex­
amples are of a long-past era. By no 
means. True, there has been some im­
provement—and particularly so be­
cause, after the passage of the securities 
acts, many accountants have refused to 
certify annual statements unless in 
substantial conformity to the annual 
report forms filed with the S.E.C. But 
many areas of information are still 
omitted from the reports sent to stock­
holders. The far-flung industrial empire 
of parent, subsidiaries, and intervening 
holding companies is still reflected, for 
the most part, only in the form of 
consolidated statements. The balance- 
sheet of the parent, the only entity in 
which its stockholders have a direct 
interest, is seldom made available, 
even when there are large minorities or 
heavy debts in the subsidiaries—all 
ranking ahead of the parent’s creditors. 
When consolidation is not complete, 
separate statements, even for important 
unconsolidated subsidiaries, are the ex­
ception. Often nothing is said as to the 
relation between the earnings and 
dividends of subsidiaries or as to the 
increase or decrease in the parent’s 
equity. Sometimes not even the extent 
of the minority interest is separately 
shown. In one case at least, the balance- 
sheet was for one group of companies— 
the income statement for another. Can 
these be examples of information un­
necessary for an investor? I think not.
A study we have made of reports sent 
to stockholders shows many cases of 
deficiencies in vital information. What 
profit is it to the investor to know that 
the lump sum of cost of goods sold 
(including, without a breakdown, sell­
ing, general, and administrative ex­
penses) is so much, or, indeed, merely 
that the difference between these ex­
penses and net sales, both undisclosed, 
is such-and-such an amount? Much 
better than nothing, perhaps, but is it 
comparable in adequacy and informa­
tiveness with the reasonably itemized 
statement of income and expenses, re­
quired in reports to the S.E.C., and 
found more and more frequently in the 
annual reports of progressive compa­
nies?
In the course of our consideration of 
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particular cases, accountants on our 
staff have again and again told us that 
there was no single well settled practice 
in a given field. Indeed, in some cases 
there has been a wide divergence in the 
views of various members of the staff 
as to the proper practice to be followed. 
Adoption of one or the other would 
have resulted in wide differences in the 
amount of reported income and assets. 
The organization and operation on your 
part of a research department is also 
evidence of diversity in practice. Many 
of our footnotes are designed to re­
quire a disclosure, in reports to the 
S.E.C., of the accounting policies fol­
lowed in a particular field. Yet a com­
parison of the unregulated annual re­
ports sent to stockholders with the 
filings with the S.E.C. (10-K reports) 
clearly shows that most of these foot­
notes are omitted from the former. So 
long as wide divergence in practice 
exists, can such omissions be justified? 
Or is it to be concluded that it is un­
important to an investor how income is 
computed—so long perhaps as the re­
sult of the computation is shown?
Under the securities-exchange act of 
1934, the Commission has power with 
respect to proxies of corporations, the 
securities of which are listed on a na­
tional exchange. Pursuant to that pro­
vision, we require the furnishing of cer­
tain information as a basis for the 
solicitation of proxies; and, if financial 
statements are called for, there is a 
tendency to assimilate the annual 
stockholders’ report and the proxy 
statement. In that indirect way, we do 
have some effect on the annual reports 
of listed corporations. Under the securi­
ties act of 1933, however, we have 
virtually no direct or indirect power 
over such annual reports. The obliga­
tion to file statements with us has had, 
to be sure, the collateral effect of placing 
the unregulated report to stockholders 
on the defensive, if it differs substan­
tially. But that is not a very effective 
method. The investment-company act 
goes further, as I have pointed out, 
with respect to investment companies.
There is a provision in the trust­
indenture act which opens up an almost 
new field for conveying information to 
security holders: A corporate borrower, 
subject to that act, is required to file 
reports with our Commission compara­
ble to those required of listed companies 
under the exchange act. But the trust­
indenture act goes beyond that point. 
It requires the borrower to transmit to 
each security holder such summaries of 
those reports as may be required by 
rules and regulations issued by the 
Commission. The recipients of these re­
ports are not stockholders—but bond­
holders (including debenture holders). 
This is a partial recognition of the 
principle to which the Supreme Court 
last year adverted, in Pepper v. Litton, 
308 U. S. 295, that the officers of a 
corporation owe fiduciary obligations 
to “the corporation, its stockholders 
and creditors.” We are confronted under 
that act with these problems: Of what 
should these summaries, sent to bond­
holders, consist? Should they approach 
a prospectus in scope? Or the brevity of 
the average stockholders’ report? Being 
designed for bondholders, as distin­
guished from stockholders, what special 
features and what differences, if any, 
from annual stockholders’ reports should 
be introduced? These questions are not 
yet decided. Before they are, we shall 
again, as we have in the past, seek your 
counsel and explore your suggestions. 
But I have no doubt that the result at 
which we will arrive will give the bond­
holders much greater accounting detail 
than Mr. Hancock thinks they should 
have.
In Mr. Hancock’s paper he referred 
frequently to an alleged suggestion that 
corporate accounting could and should 
eliminate the exercises of judgment on 
the part of accountants, and enable in­
vestors to make unerring judgments as 
to future corporate earnings and as to 
the future market value of corporate 
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securities. He characterized such a 
proposal as “sheer nonsense.” Now no 
one connected with the S.E.C. has ever 
made such a ridiculous suggestion. I 
agree that such a notion, to use Mr. 
Hancock’s phrase, is “sheer nonsense.” 
If science cannot predict next week’s 
weather with any degree of accuracy, 
how can any intelligent person believe 
it possible to predict, with exactitude, 
future corporate earnings—which are a 
function of innumerable unknowable 
variables?
Since, however, in October, 1939, I 
made a speech, “Accounting for In­
vestors,” in which I discussed the possi­
bility of improved accounting as an aid 
to somewhat better educated guessing 
about future corporate earnings, and 
since, so far as I know, no one else in the 
S.E.C. has as extensively discussed the 
subject of the relation of account­
ing to earning forecasts, it is fairly 
obvious that Mr. Hancock was referring 
to that speech of mine. It is true that I 
there suggested that accounting for in­
vestors—which I differentiated from 
accounting for other purposes—should 
give considerably more emphasis to 
those aspects of the corporation’s his­
tory bearing on its past earnings and 
their causes so as to furnish somewhat 
more assistance to the investor than he 
can now obtain in forming a judgment 
as to a company’s future earnings. But 
I went on, at considerable length, in 
that speech to point out that, by no 
possibility could any corporate ac­
counts reflect the numerous factors— 
many of them unknowable by anyone— 
which an investor would need to know 
if it were ever to be possible for him to 
form anything like a precise judgment 
as to a company’s future earning power 
or the future market value of his 
securities. Time and again I stressed 
the impossibility of an absolutely ac­
curate prediction as to such matters.
That speech of mine was published 
in The Journal of Accountancy for 
October, 1939, and I shall therefore not 
repeat it here in detail. Those of you 
who have read it will recall that my 
main theme was that more considera­
tion of the kind of information which is 
valuable to investors might be given in 
the preparation of those accounting re­
ports designed for the use of investors. 
I said that the investor must be made 
aware that not only are the principles of 
accounting not fixed and certain, but 
that the facts to which they are applied 
are often matters about which reason­
able men can differ since, frequently, 
those facts rest upon human—and 
therefore fallible—judgment; that the 
arithmetical form employed by ac­
countants is a convenience which often 
expresses something that is but, at 
best, a conjecture about conjectures; 
that the investor should not be de­
ceived as to the inherent uncertainties 
which lie back of the prim and neat 
arithmetical facade of the accountant’s 
report. I pointed out that, while the 
primary value to investors of the ac­
countant’s report was to aid them in 
conjecturing the future net earnings 
of the corporation, they must recognize 
that no one can “determine” future 
earnings. “All that we can do,” I re­
marked, “is to conjecture, to surmise— 
to guess. And that is true not only be­
cause ‘net earnings’ is a relatively 
vague term—involving, as it does, 
fallible judgments as to depreciation, 
bad debts, and other items—but, far 
more important, because the past is no 
infallible guide to the future—except 
to an Omniscient Being, who knows all 
the events of the past and correctly in­
terprets their meaning for the future. 
No man either knows all past events or 
is able thus to interpret them; no man 
can, therefore, with surety, predict the 
future. . . . Factors which are inher­
ently impossible to weigh and measure 
and therefore to estimate in advance 
may . . . upset a well thought out 
business forecast. ... In an era where 
change, not permanence, is the norm, 
where the one certainty is that there is 
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no certainty, we capitalize earnings 
which have been stable in the past as if 
they were sure to be stable forevermore. 
We thus project the impermanent 
present into an imaginary permanent 
future. . . . The truth is that profits 
are subject to hundreds of incalculables 
which neither accountants, nor anyone 
else, can foresee. Future earning power, 
and therefore 'value,' are, I repeat, a 
prediction, a guess. But that guess should 
be an educated guess. When I say that, I 
do not mean, of course, that, because 
complete certainty in accounting is 
lacking, there is or must be complete 
uncertainty. The accountant’s per­
formance lies between those polar ex­
tremes. . . . We are but mortal, and 
contingency is the essence of mortality. 
Only in the grave do we escape it. Al­
most all thinking is based on mere 
probabilities, not on guarantees. . . . 
To ask for complete and absolute 
exactitude, at all points in accounting, is 
absurd.”
And I concluded that part of my re­
marks thus: “The accountant . . . 
supplies some of the materials for, some 
of the ingredients of, the investor’s 
judgment. The ingredients he supplies 
should, therefore, be as pure as possible; 
but the investor's judgment (or that of his 
advisers') cannot be compounded solely of 
those ingredients, nor can the accountant 
be asked to do the work of the investment 
analyst. It is, accordingly, essential to 
emphasize the importance of good ac­
counting, but a mistake to overempha­
size it to the exclusion of many other 
factors. I distinctly do not mean that the 
accountant is to forecast future earnings. 
I do not mean that he should give 
greater recognition to the fact that the 
principal interest of the investor and 
his advisers is future prospects—earn­
ings. In sum, I do not mean that the 
present financial statements should be 
replaced by earnings forecasts. But I do 
mean that financial statements in­
tended for investors should be designed 
with a view to their ultimate use in 
appraising earnings prospects. That 
should be the focus of the accountant’s 
attention in preparing reports for in­
vestors.”
Now those remarks on the impor­
tance of the income account to investors 
were not entirely unorthodox, excepting, 
perhaps, in their cautiousness. For your 
own American Institute of Accountants 
had said five years earlier that “the 
real value of the assets of any large 
business is dependent mainly on the 
earning capacity of the enterprise,” and 
also said, “It is probably fairly well 
recognized by intelligent investors to­
day that earning capacity is the fact of 
crucial importance in the valuation of 
an industrial enterprise, and that there­
fore the income account is usually far 
more important than the balance- 
sheet.”5
And on April 26,1940—the very same 
day and at the same meeting at which 
Mr. Hancock delivered his paper—Mr. 
Bowlby, a partner of the well known ac­
counting firm of Barrow, Wade, Guth­
rie & Co., after referring to and gener­
ally approving my October, 1939, 
speech, said: “It may be accepted as 
the present philosophy of investment 
that earning power is the major factor. 
However, investment judgments are 
not formed on past results, except as 
those results throw light upon what may 
happen in the future. Hence, it is essen­
tial that financial statements disclose 
such information, regarding past events 
under known economic conditions, as 
will enable a prospective investor to 
form intelligent conclusions with respect 
to future trends. Probably no great por­
tion of the investing public can make an 
intelligent forecast, but those who can 
are entitled to the information. Hence, a 
principal objective of financial state­
ments is to disclose the reasonably 
prospective net earning power of the 
enterprise.” I suggest that you contrast 
those remarks with Mr. Hancock’s as­
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sertion that “it seems futile to think of 
an annual report as giving any adequate 
basis for appraising future value of 
securities ...”
The uninformed reader of Mr. Han­
cock’s paper would conclude that we on 
the S.E.C. believe that the investor 
should rely, to quote him again, “upon 
details of accounting almost to the utter 
neglect of other factors.” Of course, that 
is not true. No one believes more em­
phatically than I—and I have said so, 
in public and private, many times— 
that when one invests in a corporation he 
is inescapably investing in management; 
that management involves the exercise 
of judgment and discretion; and that 
the qualities of good or bad manage­
ment include many intangibles which 
cannot possibly be recorded in figures.6
6 In my speech of October 10, 1939, I said, 
“It is one of the many valued contributions of 
my distinguished predecessor, now, Mr. Justice 
Douglas, that he focused attention on the fact 
that men are at least as important as assets in 
the efficient functioning of a business; that 
stupid or crooked management on the one hand, 
and wise and alert management on the other, 
can break or make the business.”
Mr. Hancock, subsequently, made 
much the same point. But because of 
the impossibility of catching, in the net 
of efficient accountancy, all the facts 
bearing on the future of a corporate en­
terprise, he concludes that it is silly to 
use accountancy as one of the aids in 
surmising a corporation’s future. He is 
guilty of a well known fallacy—the con­
fusion (to use high-brow terminology) 
of a “necessary” with a “sufficient” 
condition: Thus, while it is true that 
men cannot live without salt, that is not 
the equivalent of saying that men can 
live by salt alone. Similarly, while good 
accounting is indispensable, it is not, 
alone, sufficient. And so, that account­
ing can never be precise, that it un­
avoidably involves judgment factors, 
that it alone cannot be a guide to pre­
dicting future earning power and that, 
indeed, there is no unfailing method of 
predicting future earnings or future 
market values—all that does not, at all, 
compel the conclusion that accounting 
for investors cannot be so revised as to 
give to the investor some more help than 
accounting has heretofore given in af­
fording him part of the data upon which 
he can base a guess as to future earnings 
and market values.
Of course, there are no infallible 
means for arriving at precise judgments 
as to such matters. But we must do the 
best we can with the best knowledge we 
can obtain. “Every year, if not every 
day, we have to wager our salvation 
upon some prophecy based upon imper­
fect knowledge,” said Mr. Justice 
Holmes. Surely, if the past history of 
a company’s earnings is told with ap­
proximate accuracy and the telling 
shows that the earnings have heretofore 
been very bad, that narrative is some 
help in forecasting the future earnings. 
And the same is true as to a narrative 
showing a very handsome earning his­
tory.
The point is that it is unsound to rea­
son in any field that, because perfection 
is not possible, and because increased 
information will not furnish a founda­
tion for completely guaranteed judg­
ments, therefore attempts to procure as 
much more adequate and useful infor­
mation as is available—within the lim­
its permitted by the nature of the sub­
ject matter—is useless or nonsensical. 
It is well to bear in mind these wise 
words of Aristotle: “We must not look 
for the same degree of accuracy in all 
subjects; we must be content in each 
class of subjects with accuracy of such a 
kind as the subject matter allows, and 
to such extent as is proper to the in­
quiry. . . . An educated person will 
expect accuracy in each subject only so 
far as the nature of the subject allows.”
The history of thought in every field 
contains instance after instance of just 
such objections to procuring more ac­
curate information as have been voiced 
by Mr. Hancock. He referred to the 
days when men argued about how many 
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angels could dance on the point of a 
needle. In those days, the Middle Ages, 
men were burned at the stake for want­
ing to learn more about arithmetic, 
astronomy, and dozens of other sub­
jects.
Galen’s writings on human anatomy 
were derived from studies of the insides 
of monkeys. When Vesalius subse­
quently began dissection of the human 
body in order to discover what it was 
like and how it differed from a mon­
key’s interior, he was charged with im­
piously trying to upset the established 
rules of anatomy. As Andrew D. White 
tells the story, the cry that went up 
against Vesalius “has been the same in 
all ages—the cry for what is called 
‘sound learning.’ . . . The idea has al­
ways been that the older studies are 
‘safe.’” Certain men, one might say— 
thinking of Galen and Vesalius’s critics 
—have a fondness for “monkey busi­
ness.”
As to vast areas of experience, the hu­
man race is ignorant and will always 
remain largely so. There are factors in 
the universe as to which, because of our 
limited equipment, we shall always, al­
most surely remain in darkness. Chance 
will always play an important part in 
human affairs. Comparatively little of 
the future will, I think, ever be pre­
cisely predictable. But because our ig­
norance is and must be large, that is no 
reason why we should wallow in it, no 
reason why we should diminish our ef­
forts to reduce the unknowable, the 
unforeseeable, so far as possible.
It has been said that the better is the 
enemy of the best. Sometimes that is 
true. But it is no less true that the all-or- 
nothing men, those who will have noth­
ing but the unattainably perfect, are the 
foes of improvement. If all men had in­
sisted that either they must fly with the 
skill of birds or not fly at all, aviation 
would not be here today.
Negative perfectionism has often re­
tarded the use of inventions. Robert 
Fulton’s steamboat was called “Ful­
ton’s Folly.” DeForest’s efforts to 
launch the wireless telephone were 
laughed at by the Western Electric Co. 
Not so very long ago, the chief engineers 
of a leading telephone company scoffed, 
before the American Institute of Engi­
neers, at the automatic telephone.
Paradoxically, the calm acceptance of 
unavoidable imperfection improves ef­
fectiveness. For such an admission rids 
us of an impossible task and enables us 
to face the environment unburdened by 
a feeling of the necessity to stretch our 
aims beyond their practically possible 
scope. By conceding the immense 
amount of our inescapable ignorance, 
we become more alert in detecting facts. 
To the extent that one goes to sleep in a 
dream of attainable perfection, he be­
comes the victim of uncertainties and 
imperfections which he ignores and 
which he therefore fails to allow for. 
The courageous attitude of accepting as 
inescapable the existence of uncertain­
ties and imperfections, makes one’s 
world picture more complex; life is dis­
closed as far more precarious and diffi­
cult to conciliate. But such an attitude 
usually drives men to learn more 
about what was previously undetected, 
thereby reducing the area of the un­
known and uncontrollable. It is indeed 
true that, in so far as we become mind­
ful that life is bound to be less perfect 
than we might like it to be, we tend to 
improve it. We should never have had 
steam engines if men had been content 
with dream engines. Airplanes were not 
invented by believers in wishing rugs.
III
Please do not misunderstand me. I 
am not for a moment charging Mr. 
Hancock with deliberately and inten­
tionally distorting the views of the 
S.E.C. He is an honest man. But I sur­
mise that what happened to him was 
something like this: As I’ve indicated, 
he joined a campaign to have the securi­
ties act disemboweled. Now if the 
S.E.C. in its administration were de­
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manding perfection, if it were made up 
of academic extremists, then Mr. Han­
cock would have had an excellent argu­
ment in favor of such an amendment. 
He, therefore, doubtless wanted to show 
that such was the case. Presumably, 
when he came to write his April, 1940, 
paper, he vaguely remembered what I 
had said in October, 1939. If I had said 
what, in his paper, he ascribed to me, it 
would prove his point. And so this is 
what I surmise:
Wishful memory came to his assistance. 
No doubt he honestly believed that I (or 
someone in the S.E.C.) had made the 
absurd statements which he erroneously 
imputed to us. He was, I suspect, so car­
ried away by the music of his own 
rhetoric that he neglected to check up 
on the accuracy of his reporting.
Every lawyer knows that honest wit­
nesses sometimes remember past events 
in accordance with their desires. The 
courts have observed that “men are 
prone to see what they want to see”; 
that “our sympathies and our preju­
dices bias our memories”; that “very 
honest persons often deceive themselves 
without being aware of it”; that, when 
a person has a deep interest, “his inter­
est will, even if he wants to be truthful, 
impress upon his memory with much 
greater distinctness those things which 
make in his favor than it will those 
which make against him”; that “our 
memories are easy and oftentimes un­
conscious slaves to our will”; and that 
“the interest of a perfectly creditable 
and innocent witness may, and often 
does, color his recollection and mold his 
impressions, sometimes even insensibly 
to himself.” It is also a fact that Mr. 
Hancock was inciting to war on the 
S.E.C. and was perhaps influenced by 
the precept that men do not follow an 
uncertain call to battle.
Let us look now at the central thesis 
of Mr. Hancock’s criticism of the se­
curities act: He points to the fact that 
most corporate managements are hon­
est. With that the S.E.C. heartily agrees. 
He goes on to say that there have been 
some “notorious exceptions” but that 
the “good human qualities” of “in­
tegrity, probity, ability and judgment” 
of corporate management cannot be 
“injected into a situation where they do 
not exist through the operation of any 
act of Congress or regulation based 
thereon.” He says that he “has little be­
lief in the power of law or regulation to 
make men honest ...”
Again you will perceive a false picture 
made up of sharp blacks and whites: Of 
course, laws cannot make all men hon­
est. But that does not mean that one 
must go to the other extreme and say, 
“Therefore, let us abolish all laws pre­
scribing standards of honesty.” Of 
course, regulation is no substitute for 
good faith. There are thieves and mur­
derers in the world despite the fact that 
for many years there have been laws 
against theft and murder. Should we, 
therefore, repeal the laws against theft 
and murder? Surely not. Laws have 
their effects, partly because fear of pun­
ishment for a violation of the laws acts 
as a deterrent and—far more important 
—because, after a while, the existence of 
the standards of minimum morality en­
acted into law creates habits and cus­
toms so strong that most men will not 
break with those habits and customs, 
will not even contemplate doing so, 
because they accept their operation as 
they do the air they breathe.
As I said, Mr. Hancock is a “ negative 
perfectionist”: If a law is not sure to be 
100 per cent effective, then, he feels, the 
law is not good enough and should not 
be enacted, or, if it is already enacted, 
should be repealed.
Mr. Hancock goes on to say that it is 
unthinkable to him that any body of 
sensible men “will say as their deliber­
ate judgment that the present securities 
acts and their administration are in all 
respects reasonable.” Again I am in ac­
cord with him—as far as he goes. For 
you will note the perfectionist phrase, 
“in all respects.” I defy anybody to find 
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any statute or any administration of 
any statute or any human institution 
which is “in all respects” reasonable. I 
do not believe that, at any foreseeable 
time, there will be a world in which that 
will be possible. Human institutions are, 
as their name indicates, human, and 
therefore necessarily fallible.
The members of the S.E.C. recognize 
that because they are human, and are 
called upon to act, they are bound to 
make some mistakes. They would not 
want you to believe otherwise. For they 
are devoted to democracy. And only 
under a dictatorship is it a dogma that 
those who hold office can never err.7
The S.E.C. Commissioners take only 
this to their credit: They do their con­
scientious best to avoid mistakes. When 
they find that they have erred, they ad­
mit it and change their ways. In April, 
1940, Mr. Brownell, counsel for Morgan 
Stanley & Co., in arguing before us, in 
the Dayton Power case, that one of our 
own rules was invalid and that we 
should reverse ourselves, said that he 
knew, from experience, that we would 
consider his argument “with the same dis­
interestedness as the Supreme Court”7 8
7 Without claiming to be "good,” we do share 
something of the attitude expressed by the poet 
MacNeice:
“And to the good who know how wide the gulf, 
how deep
Between Ideal and Real, who being good have 
felt
The final temptation to withdraw, sit down and 
weep,
We pray the power to take upon themselves the 
guilt
Of human action, though still as ready to confess 
The imperfection of what can and must be built, 
The wish and power to act, forgive, and bless.”
8 I refer here to the following:
“ Mr. Brownell: I am in the position, where we 
often find ourselves in this connection with ad­
ministrative procedure, of urging you gentlemen 
to reverse yourselves on a rule which you your­
selves have adopted and also of asking you to 
find that a case which was brought as a result of 
your own order to show cause and was tried by 
your own staff is not a well founded case.
“Chairman Frank: That will not have been 
the first time.
“Mr. Brownell: It will not, as I was going to 
say, Mr. Chairman, have been the first time and 
I was going to add that I know that when this
Mr. Hancock reports that he is “im­
patient over the attempt to improve 
everything at once.” If he means instan­
taneous improvement, I share his views. 
But I deplore his intimation that a fa­
natical passion for impractical instan­
taneous improvement of everything is 
characteristic of the S.E.C. If the S.E.C. 
were so daft, why is it that the invest­
ment-company act of 1940, at the ex­
press request of the businessmen in that 
industry, conferred upon the S.E.C. far 
more discretionary power than the 
S.E.C. requested? That added discretion, 
in other words, was thrust upon us by 
those businessmen. Did not that fact— 
plus the fact that those businessmen 
vigorously urged the enactment of that 
statute this year and did all they could 
to avoid postponement of its enactment 
until next year—go to show that they 
were willing to trust to the good horse 
sense of the present personnel of the 
S.E.C.?
And did not those facts, too, serve to 
answer the recent remarks of E. F. 
Connely, that the federal government 
is endeavoring to overregulate transac­
tions in securities? 9 For it is a notable
Commission sits in its judicial capacity it con­
siders questions that come up from its legislative 
branch, as it were, and its executive branch, with 
the same disinterestedness as the Supreme Court 
would consider a question that came from Congress 
or that came from the Attorney General's office. I 
would also add that although in the last seven 
years I have appeared before the Commission 
a good many times, and I have worked with 
the administrative departments a good many 
times, I have never appeared before the Commis­
sion en banc, when it was sitting in its judicial ca­
pacity, without getting a full, fair, and considerate 
hearing, and a determination of facts and the law 
which was unprejudiced and fair.”
9 See his speech of October 11, 1940, in which 
he said:
“Even though it were possible to enact regu­
latory laws without delegating some discretion 
to the enforcing agency, I don’t think it would 
be practical. The exercise of discretion as to the 
same or like subject matter by different individ­
uals of varying training, experiences, attitudes 
and personal predilections is, however, a most 
uncertain factor. Frequently it is an expensive 
and embarrassing factor. Yet certainty of law, 
including rules and regulations, under which 
issuers and underwriters must operate, is of the 
utmost' importance and economic value. Unlike 
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fact, as I have said, that some of the 
principal members of his own Associa­
tion were among those who, a few weeks 
ago, successfully urged Congress to pass 
the investment-company act. Obviously 
they did not accept Mr. Connely’s 
thesis that such regulation paralyzes 
free private enterprise and promotes 
totalitarianism. They knew that the 
preregulation exploitation of thousands 
of middle-class investors might consti­
tute a prelude to totalitarianism; that, 
if such exploitation continued, there 
would be grave danger of so angering 
the great middle class that it would be 
likely to turn to some dictator who, 
falsely promising to save the middle 
class, would destroy it, and, with it, 
democracy and capitalism. The truth is 
that the major function of the S.E.C. 
laws and the S.E.C. is conservative—to 
aid the conservation of our American 
profit system under our democratic 
form of government.
I repeat, we on the S.E.C. are not per­
fectionists or panacea-mongers. We are 
firm believers in sensible and intelligent 
working compromises. I wrote a whole 
book on that subject, published two 
years ago, in which I said this: “All 
compromises are not evil or foolish. Life 
the courts, these discretionary opinions, rulings 
and orders do not become precedents for future 
guidance. They are differed with, overruled, set 
aside or ignored by others with almost reckless 
independence. No commissioner need be in­
fluenced by the opinions or orders of another. 
There are times when it appears that some ob­
stinately exercise discretion contrary to opinions 
of others of parallel authority as a sure way of 
asserting independence of thought and action 
with but little or no thought to the expense and 
other burdens entailed upon the industry seek­
ing capital for its operation or expansion. There 
are those whose philosophy of government is 
law by man rather than by statute, who with the 
least bit of discretionary power set themselves 
up as prosecuting attorney, judge and jury, and 
I don’t have to tell you that such a situation is 
unsound and not apt to be in the public interest. 
If discretion were exercised strictly within 
the spirit and intent of the law, expressed or 
clearly implied, there could be no fair com­
plaint.”
It is interesting to compare that statement 
with a letter to The New York Times, published 
on October 11, 1940 (the same day on which 
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is full of compromises. Walking is a 
compromise between falling down and 
standing up. . . . Most dealings be­
tween human beings in daily life involve 
innumerable compromises; civilization 
is built on mutual yieldings and conces­
sions. There are good and bad com­
promises. Some deserve applause and 
others condemnation. And so with ob­
jections to ‘half way measures’ and 
‘gradualness.’ Life could not go on with­
out them. Sleep is a half-way measure. 
When one uses brakes on a steep hill he 
is practising gradualness. To avoid 
gluttony or drunkenness is to be gradual 
and half-way.”
But, although the S.E.C. does not 
believe in perfection or in trying to 
improve everything at once, it does 
believe in constant sensible efforts at 
improvement. I had always thought 
that was the American way of life. I 
had always thought that the great 
progress which this country has made 
over the years was largely a result of 
the fact that we have never been satis­
fied. We have constantly driven ahead 
to make things better and to make 
better things. That applies to manu­
facturers, doctors, scientists, lawyers, 
and to government as well. There is no
Mr. Connely made that speech), by Arthur 
Dean, who has been acting as special counsel for 
Mr. Connely and the I.B.A. in recent confer­
ences with the S.E.C. concerning amendments 
to the securities act. In that letter, Mr. Dean 
said, in part:
“As one who has followed the work of the Se­
curities and Exchange Commission since its in­
ception and who in the Dickinson report 
recommended the establishment of an inde­
pendent agency to administer the securities act 
and the law affecting stock exchanges, I can 
testify that the President has not turned the 
Securities and Exchange Commission over to 
partisan classes or groups without regard to the 
principles of fair play in public administration. 
While on occasions I have disagreed with and 
have criticized the Commission for various of its 
acts or decisions, it would be difficult, if not im­
possible, to prove that the Commission has a 
personnel friendly to any particular classes or 
groups or that it has acted without regard to the 
principles of fair play in public administration. 
On the contrary, I think the country has been 
exceedingly fortunate in the Commission’s mem­
bers, personnel and decisions.” 
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question but that it applies to ac­
countants and auditors. We are not 
perfectionists, but we are “improvists.” 
While we on the S.E.C. are devoted 
to gradualness and intelligent com­
promises, we are definitely not ap­
peasers. We go along with those who 
believe that there are some fundamental 
principles which must not be com­
promised. The British people are val­
iantly demonstrating that attitude 
today. They have cast off their former 
false leaders who believed it possible to 
compromise concerning the minimal 
decencies of life with an absolutist 
whose purported compromises are but 
deceptive means for achieving a victory 
by which he can work out his own 
absolutism that abolishes all free choice 
for the average man.
Such absolutism is abhorrent to 
Americans. We do not want dictators, 
nor even an elected government, to 
manage all the affairs of life. Large 
areas of industry need no governmental 
regulation. And, even where regulation 
is needed, it should not be all of the 
same pattern. It should vary according 
to the peculiar characteristics of the 
particular regulated industry. In some 
industries, it should take the form of 
governmental consultation and coop­
eration. In others, some form of indus­
trial self-regulation, with residual gov­
ernmental supervision, is sufficient. In 
still others, experience shows that vary­
ing degrees of more drastic regulation 
are necessary.
Rigid and inflexible uniformity in the 
field of accounting would be nonsensi­
cal. And Mr. Hancock, in attacking it, 
is knocking down a straw man. Perhaps 
I can explain the difference between his 
point of view and that of the average 
investor: He is an important investment 
banker. He personally knows many 
industrial leaders and, without too 
much difficulty, he can obtain personal 
access to those he does not already 
know. He can talk personally to them 
about their business and form a first­
hand judgment of their abilities. In so 
far as he can trust the information he 
gets, he is peculiarly able to know about 
the future of business or the future of 
any particular enterprise. In short, he is 
in a most enviable position—a position 
not available to most investors who 
want to find out about various enter­
prises. He can place an enormous 
amount of emphasis, in his analysis of a 
particular situation, on management— 
because he knows management per­
sonally.
But the average investor who is 
not in that position, must place his 
reliance on the record of management 
rather than on the personality of man­
agement. And for the fair presentation 
of that record, the investor must rely 
to a considerable extent on you ac­
countants. The investor may miss many 
factors which Mr. Hancock can dis­
cover, but, if you give the investor or his 
investment analyst enough details, he 
will find out at least whether or not the 
record is a good record or a bad record 
and how it compares with other records 
in the same industry. That is especially 
true, if the investor can feel confident 
that accounting practices and principles 
are relatively standardized and that the 
accountant who has reviewed the data 
is completely independent and reasona­
bly curious.
To Mr. Hancock, the unregulated 
annual report to stockholders is ap­
parently good enough. But Mr. Han­
cock’s perspective can hardly be said 
to be that of the average investor. He is 
much more fortunate. He lives in an 
environment which, for most investors, 
is nonexistent. He needs to have much 
less down on paper than the average 
stockholder. But it is difficult to believe 
that important investment advisory 
services, like Poor’s, Moody’s, or Stand­
ard Statistics would want to go back to 
relying on the meagre accounting data 
contained in the average report to stock­
holders. In fact, I cannot imagine that 
even the analytical staff of the invest­
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ment trust sponsored by Mr. Hancock’s 
own firm would want to be obliged to 
rely solely on that information. Of 
course I would admit that the average 
stockholder must find detailed balance- 
sheets and income accounts—especially 
when there are a lot of footnotes— 
pretty heavy going. But I fail to find 
there even a weak argument against the 
inclusion of such details. After all, the 
influence of the informed investor and 
the investment adviser, availing himself 
of fuller information, is quickly felt in 
the market place.10 11Artificial market 
prices based on needlessly inadequate 
information—so ruinous to the mass of 
investors in the past—are today made 
almost impossible, as to registered 
securities, by the use of detailed and 
more adequate information. I am sure 
that you accountants will not at all 
agree with Mr. Connely that “investors 
today actually receive in understanda­
ble form less pertinent information than 
before the enactment of the securities 
act of 1933.”11
10 As to benefit to investors, through invest­
ment analysts, of the work of the S.E.C., see 
Graham and Dodd, Security Analysis (2d ed. 
1940), pp. 49, 50,53,146,229,280,286,406,420, 
426, 446, 456, 598, 600, 609, 656.
11 That was the language used by Mr. Con­
nely in his speech of October 11, 1940, as re­
leased to and reported in the press. Mr. Connely 
subsequently changed this language to read, 
“There is reasonable doubt that investors today 
actually receive in understandable form as per­
tinent information as before the enactment of 
the securities act of 1933.
12 Because of a public statement by Mr. Con­
nely to the effect that the foregoing speech was 
to be taken as a repudiation of the understand­
ing that the S.E.C. would continue to abide by 
its undertaking conscientiously to confer with 
the I.B.A. concerning proposed amendments to 
the securities act and the securities-exchange 
act, I issued to the press on October 22, 1940, 
the following statement:
“ I am informed that a statement made by me 
in my recent remarks before the American In­
stitute of Accountants in Memphis has been 
misinterpreted as indicating that I believe that 
the Investment Bankers Association is engaged 
in a concerted effort to ‘gut’ the securities act. I 
do not believe that and I have never said that I 
believed it. On the contrary, I am informed that 
conferences dealing with amendments to the 
statutes between representatives of the securi-
And so, to repeat, I feel that we on 
the S.E.C. and you in the accounting 
profession can take pride in our con­
stant efforts to improve the standards 
of corporate reporting. I feel confident 
that we have already made a contribu­
tion so substantial that, even if the 
securities laws were to become a dead 
letter, corporate reporting would never 
again shrink to its former status. The 
stature of your profession has grown 
immeasurably in the past few years. 
Your increasing independence is the 
envy of other professions. Neither you 
nor we will ever attain perfection, but I 
anticipate that we will spend a good 
many more years on our joint effort to 
improve the quality and value of in­
formation to security holders.
What we want for investors is the 
best available data practically obtain­
able. That they procure it may make 
life duller for some persons. As Abe 
Martin said, “ Nobuddy kin talk half as 
interestin’ as the feller that ain’t ham­
pered by facts or infermashun.” 12
ties business (including of course those of the 
I.B.A.) and the representatives of the S.E.C. 
have been proceeding with the greatest good 
nature and earnestness. I am further informed 
both by our staff and by representatives of the 
industry that distinct progress has been made. I 
am heartily in favor of this shirt-sleeve ap­
proach to the problem. The various groups in 
the industry have appointed men of high intel­
ligence and serious purpose to work with our 
staff and they have told me that they have been 
well pleased with the progress of the negotia­
tions. I understand that the representatives of 
the industry are now reviewing with their prin­
cipals the ground which was covered last week 
and that the meetings are to be resumed within 
a few days. It seems likely that they will con­
tinue to be held at frequent intervals between 
now and January. At the time we agreed to dis­
cuss these matters around the table, Mr. Con­
nely made it clear that he was to remain free to 
carry on the I.B.A.’s program of public informa­
tion. He has now made it clear that he feels that 
our agreement to discuss these matters does not 
restrain him from a public discussion of various 
related issues. He obviously does not regard his 
frequent recent utterances or those of individual 
investment bankers criticizing the S.E.C. and 
the S.E.C. laws as violations of that agreement. 
I am sure he would not impose upon anyone 
restraints he does not impose upon himself and 
his individual members.”
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Comments on Address of Jerome N. Frank
By George Cochrane, New York
Chairman of committee on professional ethics, American In­
stitute of Accountants
I
T is only within the last few minutes 
that I have been asked to make 
comments on this paper, and you 
will realize that with its references to 
the classics, of which I know nothing, 
and to a long distant past, in which I 
have had absolutely no experience, it is 
extremely difficult to do any justice to 
its excellence.
I am sure we all regret extremely the 
inability of the chairman of the Securi­
ties and Exchange Commission to be 
with us in person. We, who have had 
our practice take us before the Commis­
sion, have known him always as an 
understanding gentleman in dealing 
with the matters in which we have 
taken part. I think the presence of Mr. 
Werntz in reading the paper takes away 
a little from our disappointment at not 
having the chairman with us.
Arising out of the matters which are 
brought before us, we do recognize, and 
I think the Securities and Exchange 
Commission recognizes, that out of a 
body of men so broadly spread over our 
country and whose work is always 
practical—we are dealing with these 
practical matters each day and each 
hour of our business day—serious mis­
takes have been few, and that our ef­
forts to correct those mistakes are 
earnest and thorough. Our various com­
mittees, working by themselves and in 
cooperation with the chief accountant 
of the Securities and Exchange Com­
mission, are all striving to improve the 
standards of the profession and, I be­
lieve, justifiably can look at the accom­
plishment with pride.
It is extremely interesting to have the 
Commission, through its chairman, ex­
press what has been understood clearly 
by us for years—perhaps we have 
been too modest or too busy to men­
tion it—that is, that inherent in all 
accounting statements lie certain funda­
mental shortages. We are unable, by 
means of a statement, to give all the 
information that is necessary for in­
vestment counsel and others to have. 
We have known this, and I believe our 
practice has been on this basis. The diffi­
culty is and has been that many of those 
outside the profession have not recog­
nized these shortages. One of the features 
of the address this morning is, I believe, 
the very definite recognition in the minds 
of the Securities and Exchange Com­
mission that there is inherent in our 
statements a weakness—if you call it 
a weakness. The statements are esti­
mates; they are not absolute. Those 
facts are now recognized, and I believe 
the recognition will remove certain of 
the criticisms which were directed at us 
even by the Securities and Exchange 
Commission in its first days of being, 
when perhaps it did not understand, and 
we had not explained, our work to the 
extent that we have today.
Apparently this address represents a 
clash of views, with Mr. Hancock on the 
one side, and Mr. Frank on the other. 
We know that both men are of steel. As 
a result of this clash, sparks fly, and in 
the light of those brilliant sparks we 
accountants may gain more knowledge.
It would be futile to attempt to ana­
lyze, reply to, or acquiesce in the com­
ments which were made in this paper 
this morning. It has been far too deeply 
and carefully thought out to be an­
swered in the few seconds that I have. I 
am sure, however, that it will be the 
basis for a great deal of thought and 
much study during the coming months, 
and I have no doubt that others very
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much more capable than I will put 
before you, and that you will be putting 
before one another, the views which 
we have in respect to the remarks which 
have been made.
I am glad there is a recognition in the 
paper of the lack of perfection. I am 
sure that in that regard we lead in the 
realization that we have not yet reached 
perfection. I believe we are traveling 
and have traveled a long way along the 
road toward perfection, but those of 
us who have to deal with these things 
are cognizant of that lack of perfection 
and how far away we are from the 
standard which we have set for our­
selves.
May I, therefore, in conclusion, ex­
press our deep appreciation of the time, 
thought, and care which must have 
been spent in the preparation of this 
paper, and ask Mr. Werntz on our behalf 
to convey to the chairman our sincere 
thanks.
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Responsibility of Accountants in a 
Changing Order
By Leland olds, Washington, D. c. 
Chairman, Federal Power Commission
I
 come to you as a representative of 
the Federal Power Commission 
with the hope that I can give you 
some impression of what the Commis­
sion is doing, particularly in the field 
of accounting. But I want, even more, 
to give you my idea of the significance 
of that work in terms of the crisis 
through which the world is passing. 
And this will lead me to suggest the 
extraordinary significance which at­
taches to the accountant’s profession in 
terms of events which are world shak­
ing.
We are all conscious of the crisis. 
We are all conscious of dictators and 
marching men and destruction falling 
from the skies, like the fire and brim­
stone which engulfed the ancient cities 
of Sodom and Gomorrah. We are all 
conscious of the tremendous national 
defense effort which this country is mak­
ing.
But I think that if one of the great 
Hebrew prophets of the Bible were 
among us, he would be interpreting the 
dictators, threatening us from across 
the sea, as instruments of God, de­
signed to awaken us from our callous 
violation of His laws. I can imagine him 
saying:
“ Because you as a people have given 
yourselves up to pursuit of personal 
riches; because you have run after 
licentiousness and riotous living; be­
cause you have forgotten widows and 
orphans and destroyed the security of 
the poor; because you have turned from 
Me and worshipped the golden calf 
(Mammon), I will send a dictator, with 
a multitude of tanks and airplanes, out 
of the East to overrun your fields and 
destroy your cities and take your chil­
dren into bondage. Unless you turn 
again and worship Me and obey my 
laws, I will blot out your boasted civili­
zation, and your mighty buildings, 
which are a burden to the poor, shall 
be as dust.”
You say that we in America are not 
guilty of forgetting widows and orphans 
and oppressing the poor, but I say that 
as long as we participate in business 
practices which entice widows and 
orphans to invest their small savings 
in securities which have no real value 
behind them or permit a constantly 
increasing overhead of unearned in­
crement in wealth to render millions 
unemployed, we cannot plead “not 
guilty.”
Now I think that America is turning 
toward a new conception of social re­
sponsibility and that the change can 
be carried out under the framework of 
our democracy before bankruptcy breeds 
forces that are hostile to the institutions 
in which we believe. And you, as 
representatives of the great accounting 
profession, should have a deep under­
standing of the process in order that 
you may play your great part in re­
establishing the books of our business 
system on a sound basis, assuring people 
as a whole that stability and security 
of life which is essential to the perpetua­
tion of human freedom.
A symbol of the great turning of the 
human cycle through which we are 
passing is, I think, to be found in the 
concept of property which determines 
the rules of the business game as played 
in any era. For a long-range view of 
the history of human institutions re­
veals a slow swinging of the pendulum 
from emphasis on the private nature of 
property rights to emphasis on the social 
116
Responsibility of Accountants
characteristics of property, and back 
again. Periods of emphasis on property 
as altogether private are associated with 
the dominance of materialism, the wor­
ship of Mammon. Periods of emphasis 
on the social responsibility attaching 
to property are related to the religious 
outlook on life.
The changes through which we are 
passing today, especially in the concept 
of property, correspond with the great 
changes which came at the end of the 
Roman Empire.
Roman Law held that private property 
was a natural right of the individual, 
although at the close of the Roman 
period a great proportion of the people 
had no property or were themselves 
the property of others. But in Rome a 
man of property could do what he would 
with his property and no one could say 
him nay, even though the use of his 
property might be militating directly 
against the public interest in the funda­
mentals of social stability.
With the collapse of the Roman Em­
pire came the beginning of a new period 
of law, the Canon Law, the law of the 
church militant, representing a major 
swing of the pendulum toward a more 
social conception of property. Property 
was no longer a natural right under the 
law. In fact, the philosophy underlying 
the Canon Law held that in a natural 
state all property would be held in 
common. But, on account of the in­
herent imperfection of human nature, 
all property could not be held in com­
mon and the institution of private 
property grew up as a compromise. But 
the right of private property was con­
sidered a limited, not an absolute right.
Perhaps the simplest way to express 
the concept of Canon Law in regard to 
property is to speak of all property as 
belonging ultimately to God, open to be 
shared by all, but with private property 
as a trusteeship, necessary to make 
society workable in terms of men’s im­
perfections. Men who held property 
assumed a social responsibility for its 
administration in terms of God’s pur­
poses, which meant in terms of the gen­
eral welfare. They were entitled to hold 
it only so long as they did not abuse 
that responsibility.
The beginning of our modern era in 
the 17th and 18th centuries represented 
a swing back to the Roman Law con­
ception of property as a natural right. 
And, within more recent years, the in­
creasing exaggeration of man’s right 
to be free from interference in his use 
and abuse of great properties has been 
a major factor in creating our present 
economic and social problems because, 
as in the days of Roman materialism, it 
has placed crushing burdens of cost 
upon the operation of what, in the last 
analysis, is a huge, integrated machine 
composed of interrelated human beings.
Again we have arrived at a new turn 
in the wheel. It is turning back toward 
the conception of the Canon Law, the 
conception of property as a responsi­
bility, a trusteeship in behalf of the 
common life. This change is going 
forward all over the world. Nothing can 
stop it. Where it is blocked by the in­
ability of a democratic system to adjust 
conflicting interests to the trend, de­
mocracy breaks down. So those of us 
who would preserve democracy must 
work together, tirelessly, without rest, to 
overcome the misunderstandings which 
are preventing the natural process of 
change from running smoothly in our 
land.
Now what is the significance of this 
to you of the accounting profession and 
to those of us who are working in the 
field of regulation? I think we will find 
the answer in the new fields which gov­
ernment has entered in recent years, 
representing efforts, far from perfect, 
to introduce social responsibility into 
the management of the huge aggrega­
tions of property which constitute the 
wealth of the nation. And, as I have al­
ready suggested, it is significant that 
these developments in government have 
opened up tremendous fields of public 
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opportunity for the trained accountant.
The development of the conception 
of property as a trust is tremendously 
important in these days when private 
ownership embraces the great aggre­
gations of property in natural re­
sources and manufacturing establish­
ments through which people secure 
their livelihood. It means that those 
who have misused the greatest trustee­
ship in human history have been called 
upon for an honest accounting. It 
attaches a social responsibility to the 
profession of accounting which cannot 
be exaggerated.
In order to make what I am saying as 
concrete as possible, I am going to take 
the group of great privately owned 
electric power corporations as an ex­
ample and, in doing so, to refer to some 
of the efforts of the Federal Power 
Commission to assure the conduct of 
that business as a trusteeship, a social 
responsibility.
And here it may be remarked in 
passing that, under the law, the business 
of supplying electricity is a public 
business, whether performed by the 
government itself or delegated to pri­
vate operators. That is why it is classed 
as a public utility, even though owner­
ship of the facilities is in private hands. 
This is not New Deal law—it is ancient 
law. The social responsibility remains 
the same, whether the ownership is 
public or private, namely, to assure the 
widest possible use of electricity in the 
home, in the operation of farms, in 
business, in industry, in transportation, 
in lighting of streets and highways — 
in fact, wherever it can serve the general 
welfare.
The carrying out of this social re­
sponsibility in the electric power busi­
ness, as in every other essential business, 
means securing the largest possible out­
put at the lowest possible cost, for high 
costs reflected in high rates or prices are 
the main barriers standing between the 
people and the maximum use of their 
resources.
In the days when business was truly 
competitive, the force of competition 
itself was sufficient to assure the produc­
tion and distribution of goods at the 
lowest possible cost. For, as pointed 
out by Leverett Lyon, executive vice 
president of the Brookings Institution: 
“If there are five manufacturers of a 
given commodity competing in a given 
market, and each has a cost that is 
different from the others, the one with 
the lowest cost will get as much of the 
business as he desires or can supply— 
unless others sell below so-called costs. 
It does the high-cost competitors no 
good to complain that their costs will 
not permit them to compete profitably. 
Prices simply are not made that way in 
competitive markets. In such a situa­
tion a high-cost manufacturer has no 
choice but to forget part of his costs.”
Mr. Lyon adds: “No one has ever 
presented another plan so well calcu­
lated to make the resources of a nation 
at all times give the largest total yield 
to all the people as this plan of economic 
organization.”
In the power business, as in many 
other basic economic activities of the 
nation, monopoly opened the way to 
price control, making possible the crea­
tion of great private fortunes through 
capitalizing artificially high values mas­
querading as costs. Not only was the 
incentive to low costs provided by com­
petition removed but the incentive 
worked the other way. Progressive in­
flation of costs through the creation of 
fictitious private claims raised higher 
and higher barriers to hamper the 
steady flow of the products of our re­
sources into consumption.
Commission regulation, which had 
been set up as a substitute for competi­
tion to assure the lowest possible costs 
for the services rendered by utility mo­
nopolies, failed of its purpose because 
it lacked any basis for the determina­
tion of valid cost standards. For the 
courts, under pressure from utility 
lawyers, held that the rates of any 
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particular utility enterprise must be 
based on the costs of that particular 
enterprise, not upon comparative cost 
standards. Actually, these lawyers, with 
the assistance of engineers and, I am 
sorry to say, accountants, devised in­
creasingly ingenious and complicated 
ways of inflating the so-called costs 
which a particular company could 
justify in litigation.
Many of you are probably familiar 
with the procedures of the era in which 
the great utility combines were created. 
You know how books were rewritten 
and rewritten to reflect progressive re­
valuations of assets, to balance the face 
value of securities issued in excess of the 
legitimate original cost of utility prop­
erties. Instance after instance could be 
cited from the famous investigation 
conducted by the Federal Trade Com­
mission, showing such write-ups reach­
ing staggering totals. It seemed to be 
an accepted principle of accounting 
during this era to state assets at the 
face value of the watered securities 
issued.
Such inflation of the costs of utility 
services was not limited to the writing 
up of assets to support watered capitali­
zation. The Federal Power Commission 
has just issued an opinion based on an 
extensive investigation of the service 
companies of the Associated Gas & 
Electric System. The investigation re­
vealed that tens of millions of dollars 
were paid out by the operating com­
panies to more than a score of engineer­
ing, accounting, insurance, secretarial, 
publicity, and other companies, the re­
sponsible operating officials being fre­
quently without definite knowledge as 
to what they were being billed for.
From study of the question extending 
over many years, it is my impression 
that, if honest cost accounting, ac­
tuated by a keen recognition of the 
public interest in the lowest possible 
costs, had prevailed throughout the 
life of the power industry, the present 
cost of power service would have been 
perhaps a third lower than it is today. 
The savings would have come from both 
capital and operating costs.
The importance of the matter is not 
measured solely in terms of injustice to 
consumers who, as a result, pay higher 
electric bills. It is measured by the 
cumulative effect of high costs in this 
and other monopolistic lines of business 
on the consuming power of the people, 
an effect which inevitably translates 
itself into widespread unemployment 
threatening the stability of our entire 
system. I am convinced that the salva­
tion of the institutions in which we 
believe depends upon our success, 
within a reasonably short term of years, 
in restoring the honest cost standards 
which would have been enforced by 
competition. And this means the con­
duct of essential business undertakings 
as a social responsibility by men who 
recognize that private ownership of the 
great business properties is a trustee­
ship.
The work of the Federal Power Com­
mission’s bureau of accounts, finance 
and rates, I think, foreshadows the 
contribution which the accounting pro­
fession can make to restoring the con­
duct of our economic system to the 
controls of social responsibility. It is 
directed to making regulation effective 
through establishing a sound basis of 
accounting control. Actually, and this 
is the expression of a hope which is 
gradually being realized, it affords a 
basis for self-regulation by corporations 
directed by men who have come to rec­
ognize the nature of their trusteeship. 
Time permits me only brief reference 
to some aspects of this work.
The first important step in assuring 
that the conduct of the industry would 
be guided by a sense of social responsi­
bility was the adoption in 1936 of the 
Commission’s Uniform System of Ac­
counts for electric power systems. This 
system of accounts had the effect of 
turning a searchlight on the conduct of 
the power business, affording investors
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as well as consumers an accurate in­
sight into all its transactions.
Actually, the utilities opposed this 
system of accounts and, when it was 
under consideration in one state, one 
of their witnesses stated that he was 
opposed to the new system because it 
would give interested parties too much 
information.
The value of this uniform system of 
accounts is being steadily enhanced as 
the Commission proceeds with its duty 
of seeing to it that the accounts of the 
utilities subject to its jurisdiction are 
set up on an original-cost basis, with 
all excess capital placed in special ad­
justment accounts. A review of the 
original-cost figures, already reported, 
reveals two highly interesting trends:
1. A tendency for the original-cost 
figures to correspond almost pre­
cisely with the results which would 
be obtained by appraising the com­
pany on the basis of unit costs 
derived from similar companies which 
have always been conservatively 
capitalized;
2. A tendency for the companies with 
adjustment accounts well below the 
average, that is, with book costs 
closely approximating prudent in­
vestment, to be those which have 
become well known for their low 
electric rates. Similarly, high rates 
appear frequently associated with 
book costs largely in excess of such 
prudent investment.
In discussing the very important 
work which the Commission’s bureau 
of accounts is doing, I want to refer 
specifically to the annual volume en­
titled “Statistics of Electric Utilities in 
the United States,” which has been 
issued for the second time during the 
current year. This volume makes data 
reported by the companies on a uniform 
basis available to all interested in the 
conduct of the industry.
Investment houses, insurance com­
panies, state commissions, municipali­
ties, consumer organizations, and the 
utility companies themselves are in­
creasingly using this volume. Without 
coming to Washington to plow through 
the hundreds of annual reports on which 
it is based, they can test the operation 
of a given company by comparative 
standards of cost and operating effi­
ciency derived from similar data from 
other companies. Our files contain com­
munications indicating that important 
utility systems are already using the 
publication as a tool with which to 
achieve more economical operating 
Standards. It is thus serving as a stimu­
lus to the self-regulation to which I 
have already referred.
This work of the bureau of accounts 
is thus providing a basis for the develop­
ment of sound cost standards, in a 
sense competitive cost standards in the 
power industry. Out of it should grow 
cost “yardsticks” which will provide 
an essential complement to the Com­
mission’s electric rate “yardsticks” 
published annually under the general 
title of “Typical Electric Bills.”
These typical bill reports, also a 
product of the bureau of accounts, 
finance and rates, have provided, for 
the first time, an opportunity to com­
pare charges for residential, commercial, 
and industrial service throughout the 
country. They cover all communities 
of 250 population and over. And, here 
again, we find that important results 
are flowing from the “yardsticks” in 
the direction of self-regulation, for their 
influence has led many utilities to take 
steps to bring their rates for electric 
service more nearly into line with the 
lower rates prevailing in other areas.
It is true that the courts have held 
that comparative rates cannot be ad­
vanced as valid evidence in rate cases, 
on the assumption that the rates of any 
single company can be adjudged just 
and reasonable or otherwise only on the 
basis of data reflecting its own charac­
teristic costs. But it is my belief that, 
with the new possibilities in the way of 
comparative-cost standards, which our 
accountants are developing, the stone 
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which is now rejected by the builders 
will become the headstone of regulation.
In general, I think I can state it as 
the conviction of the Commission that 
cooperation of regulatory bodies and 
the utility companies themselves in the 
development and utilization of valid 
cost standards, properly related to the 
varying conditions of service in dif­
ferent types of service area, will prove 
a most important step toward the res­
toration of public confidence in regu­
lated private operation.
An interesting example of the use of 
the unit-cost standards which can be 
derived from the Federal Power Com­
mission data is to be found in a market 
letter issued on January 17, 1938, by 
Goodbody and Company, investment 
bankers. Their application of a “pru­
dent investment yardstick” to the asset 
equities behind the shares of twenty- 
two leading holding companies, re­
vealed the extent to which the various 
power systems had departed from the 
cost standards which would have been 
enforced if regulation had been a real 
substitute for competition.
Based on unit costs derived from the 
reports of the operating subsidiaries to 
the Federal Power Commission, this 
analysis revealed a $1,685,000,000 
excess in book assets of these systems 
over what the properties would have 
cost if constructed on the basis of unit 
costs derived from the twenty most 
economical companies. This checks 
closely in percentage with that just 
shown to represent the excess costs on 
the books of companies which have al­
ready reported original costs to the 
Federal Power Commission. And the 
range, reaching a high of $218,000,000 
for the Commonwealth and Southern, 
is very similar.
One further conclusion to be drawn 
from the Goodbody analysis is signifi­
cant. It shows broadly that the systems, 
with book costs closely approximating 
the requirements of the prudent in­
vestment yardstick, are those whose 
operating companies have been most 
frequently exposed to actual or potential 
public competition.
In closing this brief discussion of what 
I believe to be significant of the period 
in which we are all destined to play a 
part, I want to return to my original 
theme and restate it in terms of what I 
consider the great opportunity of the 
accounting profession. I want to make 
the attempt to answer the question, 
what has all this to do with the account­
ing job as affected by the changing con­
ception of property?
A partial answer will be that in the 
old regime accounting served the pur­
poses of an order of business which con­
sidered itself strictly private, without 
responsibility for assuring the lowest 
possible costs. In that period, a steady 
and sometimes extraordinary inflation 
of costs served the purposes of those 
concerned only with the building of 
private fortunes, constituting gigantic 
claims which must be included in the 
costs of every industry. Accounting 
must now change its allegiance in order 
to assist in the great social purpose of 
bringing about a steady deflation of 
these artificial costs in the interest of 
social stability.
Stated in another way, questions of 
unit costs are today questions of public 
policy, because they determine the 
extent to which the people as a whole 
can make the greatest possible use of 
their resources. It is along this line that 
low costs contribute to social security. 
Low costs make possible the balancing 
of society’s books; high costs result in 
their unbalancing. 
One of the most important things in 
the management of society is honest 
balancing of books, and the accountant 
can establish the pattern of all social 
accounting. But the conception of 
honesty in the balancing of books must 
be broadened and deepened.
For society as a whole, as well as for 
the individual businesses with which 
you as accountants deal, the honest 
121
Extensions of Auditing Procedure
balancing must, today, be concerned 
with something more than the assets 
and liabilities, the debits and credits 
measured in money terms. It must be 
concerned with such a statement of the 
books as will contribute to the social 
balance.
The liability side will show honestly 
the advances in the way of social re­
sources with which the enterprise has 
been entrusted and the extent to which 
they are protected by a sound deprecia­
tion policy. The asset side will show 
whether the advances have been eco­
nomically embodied in useful property 
which is actually being used to capac­
ity.
The debit side will show the current 
use of social resources in the form of 
labor and raw materials. The credit 
side will show the extent to which the 
use of these social resources has made 
possible the maximum consumption of 
goods or services, representing the prod­
uct.
In the days of truly competitive small 
business, bookkeeping and accounting 
were more individualistic matters be­
cause competition quickly eliminated 
those whose contribution to the standard 
of living of the people did not warrant 
their receiving continued advances in 
the way of social resources. Monopoly 
and other forms of price control have 
long since abolished that automatic 
balance.
In a sense the whole purpose behind 
the new functions undertaken by the 
federal government in the past seven 
years has centered around accounting. 
Those responsible for our business life 
had misused the greatest trusteeship 
in human history. They had set up 
books which indicated that they had 
been made responsible for more social 
advances in labor and materials than 
they had actually received—and em­
bezzled the difference. These trustees 
who had set up false books are being 
called upon for an honest accounting, 
an accounting which reveals rather 
than conceals what a people should 
know about the business system which 
pumps the lifeblood through its veins 
and arteries.
In a real sense the great transition 
that the world is going through in our 
time is one in which irresponsible pri­
vate accounting, anarchistic account­
ing, is being forced to give place to 
responsible public accounting actuated 
by a sense of social responsibility. 
Fundamentally, it involves a change in 
the conception of property from that of 
property as an absolute, natural right, 
to that of property as a trusteeship.
Once again men who control great 
enterprises are going to be called 
regularly to give an account of their 
stewardship. They can no longer at­
tempt to conceal the antisocial conduct 
of those enterprises behind false ac­
counting.
The accounting profession is like the 
doctor’s profession. It must develop an 
ethic worthy of the tremendous respon­
sibility which this new conception of 
property places upon it. No accountant 
should be tolerated in the profession 
who misuses his knowledge of account­
ing technique, his professional ability, 
in order to serve some selfish, private 
end.
Finally, the integration of our whole 
economic life—the achievement of a 
balance between production and con­
sumption with its elimination of unem­
ployment, the banking function—is es­
sentially a great accounting job. In a 
real sense, the accountants, rather than 
the engineers or the entrepreneurs, are 
equipped to solve our greatest national 
problems.
Any great economic system operates 
on some kind of a credit basis—pri­
vate, cooperative, or public. And in the 
long run the books must balance, not 
in terms of money claims so much as 
in terms of human effort and human en­
joyment. On that basis we have been 
going through a long period reflecting 
very badly balanced books.
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Credit means social backing for an 
enterprise—it means an allocation of 
social resources to the enterpriser in the 
belief that his use of social resources 
will produce more resources for human 
happiness, will contribute to the general 
welfare.
In the end, if the books are properly 
kept, the nation can judge whether the 
credit, the social backing, was well 
placed—whether it was accepted as a 
trusteeship.
So, in the last analysis, accounting 
should be an important factor in eco­
nomic government—and the solution 
of our problems may be found in the 
establishment of dynamic accounting 
control of our economic system.
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By Paul Grady, Chicago
Chairman of special committee on public-utility accounting, 
American Institute of Accountants
at the outset, let me state that I
 agree with the premise that the
 control of property should be 
regarded as a trusteeship to be ad­
ministered with a proper social con­
sciousness. Translating this into terms 
of American business, the management 
has a responsibility to deal honestly 
and fairly with its customers, employ­
ees, and investors. To my way of think­
ing, the use of property or business, 
representing economic power, is only 
one angle to a much larger problem, 
which is the ethical and social use of all 
kinds of power, the principal forms be­
ing: (1) governmental power; (2) re­
ligious power; (3) economic power; 
(4) power of opinion. It is highly im­
portant, not only that economic power, 
but that governmental and other forms 
of power be exercised as a trusteeship 
and with honesty and fair dealing.
Unfortunately there have been abuses 
of economic power, and all reasonable 
citizens would agree that it is a proper 
function of government to establish 
such forms of regulation, particularly in 
the so-called noncompetitive fields, as 
may be necessary to prevent wide abuse. 
Caution must be exercised, however, in 
the application of these measures in 
order to assure that the zeal to reform 
will not be allowed to carry beyond the 
proper limits of regulation, and extend 
to the actual taking over of economic 
power by the government. The centrali­
zation of all forms of power is, of course, 
the greatest danger to society. If that 
happens the entire purposes of reform 
will be defeated and it will require 
generations for the people to reacquire 
their personal liberties.
Mr. Olds’ address carries the strong 
implication that most of our current 
problems arise out of the failure of 
business managements to recognize 
their full social responsibilities. If this 
had been said eleven years ago I think 
I would have agreed with it. But is it 
the real crux of our problem today? I 
believe that the many regulatory meas­
ures, most of which were needed, 
adopted by the government during the 
past decade have established a very 
effective “system of internal control” 
to prevent abuses of economic power. 
I wonder, however, if the spirit in 
which these measures have been ap­
plied, together with fiscal and other 
policies followed by the government, 
haven’t shifted the primary problem 
from the business or economic field to 
the governmental side of the picture. 
I shall not attempt to develop this point 
in any detailed manner, but I sincerely 
hope that the leaders in our govern­
ment may somehow be brought to a 
realization of the fundamental impor­
tance of a dispassionate consideration 
of the question as to whether the gov­
ernments—federal, state, and local— 
are faithfully discharging the vast re­
sponsibilities in human and material 
resources entrusted to them by the 
people. A correct diagnosis of this ques­
tion might well provide a sound basis 
for a cooperative program between 
government and business, each acting 
in its own proper sphere, which is so 
vitally needed by our nation today.
Mr. Olds states that the electric 
power industry, in order to meet its 
social responsibilities, must secure the 
largest possible output at the lowest 
possible cost and sales price, thereby as­
suring the widest possible use of elec­
tricity by the people. I am enthusiasti­
cally in accord with this principle and 
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would like to see it applied to all in­
dustry. Greater production at lower 
costs is the key to an increased standard 
of living, and it is a real tragedy that 
our national program for the past 
several years has not been in accord 
with this sound economic principle.
The following quotation from the ad­
dress sets forth some principles of rate­
making for utilities which are news to 
me, or which I fail to understand: “For 
the courts, under pressure from utility 
lawyers, held that the rates of any par­
ticular utility enterprise must be based 
on costs of that particular enterprise, 
not upon comparative cost standards. 
Actually, these lawyers, with the assist­
ance of engineers and, I am sorry to 
say, accountants, devised increasingly 
ingenious and complicated ways of 
inflating the so-called costs which a 
particular company could justify in 
litigation.”
I haven’t had access to a library this 
morning, but from my memory of the 
numerous Supreme Court cases I have 
read in the past, I thought the Court’s 
rule was that a company is entitled to a 
reasonable return on the fair value of its 
property. There has been no formula 
for determining fair value, it is a judg­
ment matter for the determination of 
the regulatory commissions and courts, 
and proper weight is given to all ele­
ments of value, such as original cost, 
corporate cost, book value, and cost of 
reproduction new, less accrued deprecia­
tion. Of these elements it has been my 
experience that up to the present time 
book value is accorded the least weight 
and cost of reproduction new, less de­
preciation, has usually been given the 
greatest weight.
It is possible that the preceding quo­
tation refers primarily to costs of oper­
ating expenses rather than the cost of 
properties. In that event I am also un­
able to agree that the commissions and 
courts have automatically allowed all 
of a particular company’s operating 
costs, because it has been the custom 
for many years in rate inquiries to 
make exhaustive studies of operating 
expenses from the standpoint of deter­
mining whether they are reasonable 
from a rate-making viewpoint. On this 
point I can refer you to an example of a 
case decided within the past year by the 
Illinois Supreme Court, and in effect 
also passed upon by the Supreme Court 
of the United States through its refusal 
to hear the case. In this case, as I re­
call, depreciation expense was reduced 
over $1,000,000 below the amount ac­
tually provided in the accounts, and 
promotion of new business expense was 
reduced approximately $500,000 below 
the amount actually expended by the 
company for this purpose.
Regulatory commissions and courts 
also consider the matter of the value of 
service in the determination of rates, 
and the application of this yardstick 
or principle has often resulted in the 
establishment of rates which do not and 
cannot give anything near a reasonable 
return on the company’s book value or 
fair value of properties devoted to the 
public service after deduction of actual 
operating costs. This will be evident to 
you from a study of a dozen published 
annual reports of utility companies 
selected at random.
I do not intend to imply by the fore­
going comments that I disagree in any 
manner with the desirability of estab­
lishing comparative cost standards. 
I think that Mr. Olds is right in feeling 
that too little use has been made of 
this type of yardstick by managements 
and by regulatory bodies. I have no 
doubt that the work of the bureau of 
accounts of the Federal Power Commis­
sion in its statistical studies of compara­
tive rate schedules and comparative 
costs will result in a major benefit to the 
electric industry and to the public.
From the standpoint of personal 
pride in our profession, it would be very 
pleasing to me if I could agree with the 
challenging picture portrayed in the 
address to the effect that the solution of 
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national problems may be found in 
dynamic accounting control of the eco­
nomic system. From the standpoint of 
realism and honest self-analysis, how­
ever, I feel that to do so would be to 
mistake cause for effect.
This is a problem which is worthy of 
our most profound consideration. I 
haven’t the slightest qualification as a 
prophet; on the other hand, I hope I am 
not completely without vision as to 
the opportunities and responsibilities of 
accounting. Corporate or operating ac­
counting should supply and interpret all 
of the financial and operating informa­
tion needed for sound management, 
whether the enterprise be business or 
government. The independent public 
accountant should be in a position to aid 
very materially in the establishment of 
proper procedures and methods of in­
ternal accounting for his client. In 
doing so he must necessarily look at the 
problem from the viewpoint of the needs 
of managements and the sphere of his 
work may well include: (1) the estab­
lishment of an effective system of in­
ternal accounting control over all of the 
assets, revenues, and expenditures of 
the company; (2) the establishment of 
logical and economical accounting meth­
ods and procedures; (3) the review or 
preparation of regular financial and 
operating reports. The independent 
accountant, through his wide account­
ing experience, should also be in a posi­
tion to render valuable advisory or 
consulting service to his client, partic­
ularly on financial matters. In addition 
to these broad constructive and crea­
tive services the independent account­
ant must discharge his full responsi­
bilities as an independent auditor of 
financial statements, to all who may be 
entitled to rely on the statements. Our 
responsibility, in so far as the integrity 
of our work is concerned, is not a matter 
of “allegiance to business clients” but 
extends to society as a whole.
I hope that the foregoing comments 
make it clear that accounting is an in­
dispensable tool of business and govern­
ment and that the information sup­
plied by logical accounting procedures 
can serve as the basis for the determina­
tion of policies. It should be equally 
clear, however, that accounting does 
not and should not embrace responsibil­
ities on matters of either business or 
governmental policy which necessarily 
must rest upon the common sense and 
judgment exercised by executive man­
agement or authority.
All accountants will agree that our 
profession should continuously strive 
to develop higher standards of ethics 
worthy of our responsibilities. As a pro­
fession we have undoubtedly had our 
share of unfortunate cases, and we will 
continue to have some of them for we are 
only human beings. But I should like to 
ask our critics, in all fairness, to also 
consider the hundreds of engagements 
handled with complete satisfaction, 
which can be named for each unfortu­
nate case.
If the relatively short life of our 
profession is taken into consideration, 
I do not believe we would make an 
unfavorable showing when judged by 
the comparative standards of per­
formance of the older professions of 
law, engineering, and even medicine; 
and I am sure that our profession will 
continue to do its utmost to fully meas­
ure up to our proper responsibilities.
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Particular Reference to Accounting
By Ewin L. Davis, Washington, D. c.
Chairman, Federal Trade Commission
I
t is a pleasure to respond to the in­
vitation to address the annual 
meeting of the American Institute 
of Accountants on the Federal Trade 
Commission’s procedure, with particu­
lar reference to accounting.
The Federal Trade Commission is an 
independent, administrative, and quasi­
judicial tribunal, created by act of 
Congress in 1914. The Commission is 
composed of five members appointed by 
the President, by and with the advice 
and consent of the Senate, for terms of 
seven years. Not more than three of the 
Commissioners shall be members of the 
same political party. To aid the Com­
mission in its labors, it has a staff of 
trained, efficient lawyers, economists, 
accountants, statisticians, and clerical 
personnel.
Functions of the Commission
While the Commission has certain 
other powers and duties, its chief func­
tions are:
1. To prevent unfair methods of com­
petition, and unfair or deceptive acts 
or practices, in commerce.
2. To make investigations upon the di­
rection of the President, the Con­
gress, upon the request of the At­
torney General, or upon its own 
initiative.
3. To enforce certain sections of the 
Clayton antitrust act, including an 
amendment to section 2 of that act, 
enacted in 1936, and generally re­
ferred to as the Robinson-Patman 
act.
Incidentally it may be mentioned 
that the Commission has jurisdiction 
over the export-trade act and the re­
cently enacted wool products labeling 
act.
The processes of the Commission are 
injunctive or preventive, not punitive. 
The success of this procedure has been 
indicated by the fact that during the 
twenty-six years since the Commission 
was established, it has with relative 
infrequency had to appeal to the courts 
to discipline respondents for disregard­
ing its cease-and-desist orders.
Unfair Methods of Competition
The Federal Trade Commission act 
declares “unfair methods of competition 
in commerce, and unfair or deceptive 
acts or practices in commerce,” to be 
unlawful and directs the Commission 
to prevent same whenever “it shall 
appear to the Commission that pro­
ceedings by it in respect thereof will be 
to the interest of the public.” The pur­
pose of preventing such unfair methods 
is twofold, namely, the protection of 
members of industry from the harmful 
effects of unfair practices by competi­
tors, and the protection of the public 
interest.
Congress very wisely did not under­
take to enumerate the various unfair 
methods and unfair or deceptive acts or 
practices against which the act was di­
rected; such are as infinite as human 
ingenuity can devise, and constantly 
appear in new forms and guises.
Unfair methods and practices gen­
erally fall within two broad classes: 
first, those which involve an element of 
fraud and dishonesty, and secondly, 
those not inherently dishonest, but 
which are restrictive of fair competition.
In defining the words “unfair meth­
ods of competition ” as used in the Fed­
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eral Trade Commission act, the Su­
preme Court in the Gratz case (253 
U. S. 421) referred to them as practices 
"opposed to good morals because 
characterized by deception, bad faith, 
fraud or oppression, or as against public 
policy because of their dangerous tend­
ency unduly to hinder competition or 
create monopoly.”
The Federal Trade Commission han­
dles thousands of cases annually involv­
ing a charge of misrepresentation, de­
ception or fraud in the sale of products 
and various other unfair practices cov­
ering almost every conceivable char­
acter of commodities. A substantial 
number of the Commission’s cases 
are directed against conspiracies and 
combinations in restraint of trade.
Commission Procedure
The procedure of the Commission in 
all such cases is simple and effective. A 
case may originate in several ways, al­
though generally it is through com­
plaint of an unfair practice made by 
a competitor or consumer. This requires 
no formality. The complaint may be 
made by letter setting forth the facts. 
The identity of the complainant is kept 
confidential.
Whenever a matter is brought to the 
attention of the Commission indicating 
a probable law violation, the Com­
mission directs an investigation by its 
own staff. If from the facts developed 
by such investigation it has reason to 
believe that the law is being violated, 
the Commission orders the preparation 
and service of a complaint. Such service 
is ordinarily made by sending a copy of 
the complaint by registered mail to the 
alleged offender, who is called the re­
spondent, and who is granted twenty 
days within which to make answer, after 
which hearings are conducted, evidence 
taken, briefs filed and the case argued, if 
either side makes request to be heard 
before the Commission in oral argu­
ment. The Commission then takes the 
case under advisement and renders its 
decision. If the Commission finds that 
the evidence sustains the allegations in 
the complaint, it issues an order requir­
ing the respondent to cease and desist 
from the unlawful practices in question.
Commission’s Record 
in the Courts
If the respondent feels that the Com­
mission’s order is not justified, he has 
the absolute right of appeal to the 
circuit court of appeals of his own juris­
diction. The findings of fact by the 
Commission, if supported by evidence, 
are final, but the court passes upon the 
validity of the legal conclusions appli­
cable thereto. If the court affirms the 
Commission, it directs the respondent 
to obey the Commission’s order.
Relatively few appeals, however, are 
taken to the courts from the Commis­
sion’s orders to cease and desist. The 
Commission is proud of its record in the 
courts as conclusive evidence of the 
impartial administration by the Com­
mission of the laws over which it has 
jurisdiction. For example, from Jan­
uary 1, 1933, to April 30, 1939, the 
Commission investigated and reviewed 
22,038 cases, accepted 3,379 stipulations 
to cease and desist, and issued 1,220 
orders to cease and desist.
The record shows that from January 
1, 1933, to date, 128 Commission cases, 
exclusive of injunction and civil penalty 
proceedings, have been reviewed by 
the courts. Of these 128 cases, the results 
of 120 were favorable to the Commis­
sion. Of the remaining 8 cases, only 5 
were reversals of the Commission’s 
orders and of these 5, one is now pending 
in the Supreme Court on petition for 
writ of certiorari; in another the reversal 
was not on the merits, but solely on 
the question of jurisdiction; and a third 
was decided on the issue of res judicata, 
and is to be appealed to the Supreme 
Court. In other words, the Commission 
has handled thousands of cases during 
the past few years but has been re­
versed by the courts in only two or 
128
Federal Trade Commission Procedure
three. During the past nine years the 
Commission has been reversed by the 
Supreme Court of the United States 
only once, and that by a five to four 
decision in a Clayton act case, reversing 
a favorable decision by a United States 
circuit court of appeals. During this 
nine-year period the Supreme Court has 
decided five cases in favor of the Com­
mission. The foregoing figures do not 
embrace a considerable number of 
cases in which respondents applied to 
the Supreme Court for certiorari from 
decisions of circuit courts of appeals 
favorable to the Commission, but which 
applications were denied by the Su­
preme Court. Since September 1, 1938, 
the Commission has filed 31 suits to 
enjoin unfair practices and the courts 
granted injunctions in all except one.
Stipulations
I have described the Commission’s 
formal case procedure. We have an in­
formal procedure by which the Com­
mission has been able to expedite its 
work and save much time and expense 
both to the Commission and to persons 
charged with violations of section 5 of 
the Federal Trade Commission act. 
This is known as our stipulation pro­
cedure. A large percentage of our cases 
are satisfactorily adjusted in this man­
ner. It frequently happens that the 
violator expresses a desire to refrain 
from any violation, advises that he 
does not wish to resist the proceeding, 
but wishes to adjust the matter in the 
simplest manner possible. Ordinarily he 
is given the opportunity to sign a 
written stipulation of the facts and an 
agreement to cease and desist from the 
practices involved. If the respondent 
observes his agreement, no further ac­
tion is taken. Violations of these stipu­
lations are extremely rare.
As indicated, the stipulation pro­
cedure is a privilege and not a right. 
Whether an offender is permitted to 
sign a stipulation is a matter within the 
discretion of the Commission. Such 
privilege is not accorded where the 
Commission is convinced that the prac­
tices in question are fraudulent or of a 
serious nature.
Trade Practice Conferences
After several years’ experience under 
its organic act, the Commission de­
veloped still a third method of elimi­
nating unfair trade practices. I refer to 
the Commission’s trade-practice con­
ference procedure. The purpose of the 
trade-practice conference procedure is 
to afford industries a means whereby 
they may more effectively cooperate 
under government supervision in the 
elimination of practices which are un­
fair and harmful.
The Commission has sponsored up­
ward of two hundred trade-practice 
conference agreements, and now has 
under consideration a substantial num­
ber and inquiries with regard to many 
more. Many of these conference agree­
ments have been adopted by large in­
dustries, with investments running into 
hundreds of millions of dollars, and em­
ploying large numbers of workers. By 
this conference method, the unfair and 
dishonest practices, which are fre­
quently the result of economic and com­
petitive forces rather than deliberate 
design, are often corrected by wholesale, 
where otherwise it might be necessary 
to take action against each individual 
offender, with the effort, time, and ex­
pense incident thereto.
Robinson-Patman Act Problems
Reverting to the cases arising under 
section 5 of its organic act and under 
the Clayton act, accounting problems 
are frequently involved. However, it is 
in the type of cases involved in the ad­
ministration of the Robinson-Patman 
act that accounting plays the most vital 
and important part.
The Congress enacted the Robinson- 
Patman act in June, 1936, as an amend­
ment to the Clayton act, which was 
enacted in 1914. Such act is adminis­
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tered by the Federal Trade Commis­
sion. Under the provisions of section 2 
(a) of the act, discriminations in price 
having an injurious effect upon compe­
tition are unlawful if the differential 
makes other than due allowance for 
differences in the cost of manufacture, 
sale, or delivery resulting from the 
differing methods or quantities in which 
such goods are sold or delivered. Such 
discriminations, however, may be justi­
fied by showing that they make only 
due allowance for differences in such 
costs.
Anyone may file a complaint with 
the Commission alleging that some con­
cern named therein is violating the 
Robinson-Patman act. After receipt of 
such complaint the Commission con­
ducts a preliminary investigation to 
determine whether or not facts are 
present making it reasonably appear 
that the charge is well founded. During 
the course of such preliminary investi­
gations by the Commission, prior to the 
issuance of a formal complaint, pro­
posed respondents usually seek to pre­
sent what they consider is a justification 
for the price differences. If such cost 
data are submitted, they are reviewed 
and studied by the accountants of the 
Commission to determine if they have 
been compiled and prepared in accord­
ance with sound accounting principles 
and whether or not the prices under 
review make other than the due al­
lowances to which I have referred above.
Where justification of different prices 
is attempted in Robinson-Patman cases, 
it is usually based upon differences in 
distribution costs. The problems in­
volved in determining the facts usually 
concern the allocation of distribution 
costs to lines of products, classes of 
customers, sizes of orders, and so forth.
In some cases, the proposed respond­
ents are somewhat in doubt about the 
scope or nature of suitable cost data, 
particularly as to whether the data 
which they contemplate submitting are 
likely to be regarded by the Commis­
sion as adequate and proper for this 
purpose. Problems of this nature are 
sometimes discussed at informal con­
ferences between members of the Com­
mission’s staff and representatives of 
the proposed respondent, in order that 
the work of both may be minimized 
and a better understanding reached with 
respect to the data ultimately submitted.
These discussions concern the neces­
sary segregation of sales covered by the 
price structure under consideration and 
the expenses pertaining thereto, and 
also as to an equitable allocation of 
these various expenses against the sales 
subject to each of the discounts in­
volved. In the case of companies with a 
nationwide system of distribution such 
an analysis of their unit operations for a 
year would likely require a prohibitive 
amount of work. This is often avoided 
by limiting the studies to selected terri­
tories and shorter periods which are 
truly representative of the average 
conditions under which the respective 
discounts are allowed. However, in 
every instance, it is distinctly under­
stood by all concerned that the presen­
tation of such cost data and the manner 
in which they may be compiled is op­
tional with the proposed respondent. 
It is also understood that any sugges­
tions or other expressions by the Com­
mission’s accountants are offered only 
in an effort to be helpful and represent 
their personal opinions which are not 
binding upon either the Commission or 
the proposed respondent.
I will not attempt to detail, however, 
the various factors which are considered 
when the respondents submit cost data 
as a justification for price discrimina­
tions.
To give you an outside viewpoint, I 
quote from an article entitled “The 
Robinson-Patman Act Acquires Mean­
ing,” which appeared in the April, 1940, 
issue of The Management Review, as 
follows:
“The objective of keeping price dis­
crimination within reasonable bounds 
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had to be given a half dozen radically 
different forms to prevent the most 
commonplace practices from frustrating 
it at the very outset of its life. Among 
them were restrictions on direct money 
concessions in the form of discounts on 
payments and of brokerage; hedges 
against indirect concessions in the form 
of advertising allowances and special 
services—all with numerous combina­
tions and permutations.
“While no sweeping changes have oc­
curred in the American distribution sys­
tem as a result of this measure, here and 
there momentous decisions have been 
reached that in their slow way might 
make stray parts of the system over.
“Cost analysis has of necessity been 
at the heart of more cases than most of 
the other unknown quantities in the 
act. In this area the Federal Trade 
Commission has seldom hesitated to 
recognize that price differentials can 
usually be justified by proof of definite 
cost savings in manufacturing, selling 
or delivery. It is quite clear that lower 
advertising costs and general sales ex­
pense, fewer salesmen’s calls, nonuse of 
branch warehouses and merchandising 
service, and decreased credit expense by 
large buyers can all properly be re­
flected in lower prices. Familiarity with 
the reasoning in the Standard Brands 
case can be of considerable value to the 
man responsible for keeping his com­
pany’s business in line with the act.
“Of importance from an accounting 
standpoint, the respondents have not 
been required to endow each penny of 
expense with a personality of its own 
and trace it down to its last resting- 
place. The other side of this coin, how­
ever, is that for safety’s sake cost ac­
counting must be much more detailed 
than has ordinarily been the case. 
Furthermore, an awkward shift must be 
made from the categories ordinarily set 
up in books and statements for purely 
operating and financial purposes, to 
categories based upon an extensive allo­
cation of overhead to different func­
tions and customers.”
General Investigations
While accounting and statistical prob­
lems are involved in many of the Com­
mission’s cases and in other phases of 
the Commission’s work, yet the Com­
mission’s functions which involve ac­
counting to the greatest and most im­
portant extent are in connection with 
the administration of section 6 of the 
Federal Trade Commission act. This 
section provides as follows:
“Sec. 6. That the Commission shall 
also have power—
“(a) To gather and compile infor­
mation concerning, and to investigate 
from time to time the organization, 
business, conduct, practices, and man­
agement of any corporation engaged in 
commerce, excepting banks and com­
mon carriers subject to the act to regu­
late commerce, and its relation to other 
corporations and to individuals, asso­
ciations, and partnerships.
“(b) To require, by general or special 
orders, corporations engaged in com­
merce, excepting banks, and common 
carriers subject to the act to regulate 
commerce, or any class of them, or any 
of them, respectively, to file with the 
Commission in such form as the Com­
mission may prescribe annual or special, 
or both annual and special, reports or 
answers in writing to specific questions, 
furnishing to the Commission such in­
formation as it may require as to the 
organization, business, conduct, prac­
tices, management, and relation to 
other corporations, partnerships, and 
individuals of the respective corpora­
tions filing such reports or answers in 
writing. Such reports and answers shall 
be made under oath, or otherwise, as 
the Commission may prescribe, and shall 
be filed with the Commission within 
such reasonable period as the Commis­
sion may prescribe, unless additional 
time be granted in any case by the 
Commission.
“(c) Whenever a final decree has 
been entered against any defendant 
corporation in any suit brought by the 
United States to prevent and restrain 
any violation of the antitrust acts, to 
make investigation, upon its own initia­
tive, of the manner in which the decree 
has been or is being carried out, and 
upon the application of the Attorney 
General it shall be its duty to make such 
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investigation. It shall transmit to the 
Attorney General a report embodying 
its findings and recommendations as a 
result of any such investigation, and 
the report shall be made public in the 
discretion of the Commission.
“ (d) Upon the direction of the Presi­
dent or either House of Congress to 
investigate and report the facts relating 
to any alleged violations of the antitrust 
acts by any corporation.
“ (e) Upon the application of the 
Attorney General to investigate and 
make recommendations for the read­
justment of the business of any corpora­
tion alleged to be violating the antitrust 
acts in order that the corporation may 
thereafter maintain its organization, 
management, and conduct of business in 
accordance with law.
“(f) To make public from time to 
time such portions of the information 
obtained by it hereunder, except trade 
secrets and names of customers, as it 
shall deem expedient in the public inter­
est; and to make annual and special 
reports to the Congress and to submit 
therewith recommendations for addi­
tional legislation; and to provide for the 
publication of its reports and decisions 
in such form and manner as may be best 
adapted for public information and use.
“(g) From time to time to classify 
corporations and to make rules and 
regulations for the purpose of carrying 
out the provisions of this act.
“(h) To investigate, from time to 
time, trade conditions in and with for­
eign countries where associations, com­
binations, or practices of manufac­
turers, merchants, or traders, or other 
conditions, may affect the foreign trade 
of the United States, and to report to 
Congress thereon, with such recom­
mendations as it deems advisable.”
Over one hundred investigations (in 
addition to the Commission’s extensive 
World War cost work) have been made 
under that authority, the greater por­
tion of them pursuant to Congressional 
resolutions, a substantial number upon 
request of the President, and several 
upon request of the Attorney General. 
The Commission’s reports on most of 
these investigations were printed as 
government documents.
Among such investigations conducted 
and reports made by the Commission 
under this section of its act are the fol­
lowing, alphabetically arranged: ac­
counting systems, agricultural income, 
bakeries, bread and flour, calcium arse­
nate, cement industry, chain stores, 
coal—anthracite and bituminous, com­
mercial bribery, cooperation in foreign 
countries, cooperative marketing, cop­
per, cost of living, cotton merchandis­
ing, cottonseed industry, cotton trade, 
electric and gas utilities, electric power, 
farm implements and machinery, feeds, 
fertilizer, flour milling, various food 
investigations covering flour milling 
and jobbing, grain elevators, grain 
trade, food canning, meat packing, 
wholesale marketing and private car 
lines, foreign trade—antidumping legis­
lation, cooperation in American export 
trade and cotton growing corporation, 
gasoline, gasoline importation, gasoline 
prices, grain exporters, wheat prices, 
guarantee against price decline, house 
furnishings, leather and shoes, lumber 
costs, lumber trade associations, meat­
packing profit limitations, canned milk, 
milk and dairy products, millinery in­
dustry, motor-vehicle industry, na­
tional wealth and income, open-price 
associations, packer consent decree, 
paper—book, paper—newsprint, peanut 
prices, various petroleum investigations 
covering petroleum industry, foreign 
ownership, petroleum industry on the 
Pacific coast, petroleum industry in 
the Panhandle, petroleum industry in 
Wyoming and Montana, petroleum 
pipe lines, petroleum prices, 1920, and 
petroleum decree investigation, price 
bases, price deflation, profiteering, ra­
dio, raisin combination, resale price 
maintenance, salaries inquiry, sisal 
hemp, southern livestock prices, steel 
code inquiry, steel industry—costs and 
profits, stock dividends, sugar, sugar­
beet, taxation and tax-exempt income, 
textiles—combed cotton yarns, textile 
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industry, tobacco, tobacco marketing— 
leaf, trade and tariffs in South America, 
utility corporations, World War—cost 
finding.
Most of these reports were based 
upon accounting investigations and 
analyses.
The mere publicity of the facts de­
veloped in these inquiries generally 
proved beneficial, and often resulted in 
reforms forced by public sentiment or 
voluntarily adopted by those who were 
shown to have been engaged in unlawful 
or unfair practices. Some of these in­
vestigations also resulted in prosecu­
tions by the Department of Justice and 
a number of them resulted in the issu­
ance of complaints by the Federal Trade 
Commission. Investigations by the 
Commission have several times resulted 
in the enactment of important Con­
gressional measures.
Electric and Gas Utilities Inquiry
If time permitted, I would be glad to 
give a more detailed explanation of 
many of these investigations and show 
the vital importance of accounting in 
the Commission’s inquiries. However, 
by way of illustration, I shall comment 
upon some features of the electric and 
gas utilities inquiry, conducted by the 
Commission pursuant to a Senate reso­
lution. This investigation covered a 
period of about seven years, and the 
results thereof were reported to the 
United States Senate in approximately 
one hundred volumes, all of which were 
printed as Senate documents. This was 
doubtless the most comprehensive and 
most extraordinary investigation ever 
conducted upon any subject at any 
time by any tribunal. The factual fea­
tures of these reports consisted of ana­
lytical reports of our accountants based 
upon their personal examinations of 
the books and records of the corpora­
tions in question. Advance copies of 
such reports were furnished to the re­
spective companies for their critical 
inspection; and they were advised of 
the date of the public hearing when such 
report would be presented for the rec­
ord, at which time they would be ac­
corded the privilege of cross-examina­
tion of our accountants, and of offering 
any evidence they might desire to pre­
sent in refutation of the contents of 
such report.
While the corporations involved 
generally had representatives at such 
public hearings, yet they seldom availed 
themselves of the privilege of cross- 
examination or of presenting any re­
buttal testimony. So far as I am 
aware, nobody ever challenged the ac­
curacy of any facts stated in the reports 
of that comprehensive inquiry.
The investigation covered the princi­
pal holding companies and certain of 
their subsidiary holding companies, 
management and engineering service 
companies, and operating companies. 
It was particularly concerned with the 
holding-company form of organization 
and its management and financial rela­
tions with subsidiary companies.
Among other things, the Senate reso­
lution called for a study of the growth 
of capital assets and liabilities of holding 
and operating companies, the method 
of issuing securities, the price realized 
or value received, the commissions or 
bonuses paid or received, and other 
pertinent facts with respect to the se­
curity issues. To answer these require­
ments naturally necessitated an in­
tensive accounting study and analysis 
of assets and security issues covering a 
long period of time, generally from the 
date of organization of the company 
under examination.
A matter of importance was also the 
analysis of income, expense, and surplus 
accounts of the companies under in­
vestigation. This involved a study of 
the nature and sources of income, meth­
ods used in accounting for depreciation 
and other deductions, and analysis of 
surplus with respect to its origin and 
the sources from which dividend pay­
ments were made.
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The inquiry also included a study of 
management and engineering services 
performed by holding companies, or 
their affiliated companies, for the oper­
ating companies; the services rendered 
and the fees or commissions charged 
therefor; the expense of performing 
these services; and the profit obtained 
from this business.
The reports prepared by the account­
ants on their examinations of the re­
spective companies, together with the 
record of their testimony, were prima­
rily the basis for the Commission’s re­
port to Congress containing the results 
of the investigation and its conclusions 
and recommendations.
An important feature of the other in­
quiries mentioned was the determina­
tion of capital investments, earnings, 
rates of profit and costs for selected 
companies in each industry. Such in­
formation provided, among other things, 
for comparisons of the financial re­
sources of the various companies, their 
relative profitableness, and their share 
of the business of the industry.
The lack of consistent and uniform 
accounting procedures by the various 
companies in an industry, and even by 
the same company at different periods, 
makes it difficult to secure comparable 
information of this sort. The Commis­
sion’s accountants are often required to 
analyze accounts in considerable detail. 
This is necessary because of the differ­
ing methods of accounting and because 
of the ramifications of the operations of 
some of the larger companies. The 
assets of some companies include prop­
erty and investments that are not di­
rectly related to the principal business 
in which they are engaged, or are not 
pertinent to the inquiry, or include in­
tangibles that do not reflect actual in­
vestment. Also their income and ex­
penses include amounts which are not 
directly related to their principal busi­
ness or pertinent to the inquiry, or in­
clude items of a surplus nature, such as 
capital gains or losses and revaluations 
of securities and other assets. For these 
reasons, capital investments and in­
come and expenses are adjusted to ex­
clude all such items in order to have the 
required information for all companies 
on a comparable basis.
World War Cost Accounting
The determination of unit costs of 
specific commodities has also been an 
important requirement of some of the 
general investigations conducted by 
the Commission. For instance, during 
the World War, the Commission was 
the general cost-finding agency of the 
government. In this capacity the Com­
mission made upward of three hundred 
reports to the President, the War In­
dustries Board, the Navy Department, 
the War Department, the Congress and 
other agencies of the government. The 
chairman of the price-fixing committee 
of the War Industries Board in a report 
to the President stated in part as fol­
lows:
“In conclusion, we would fail in ap­
preciation if we did not make proper 
acknowledgment of the splendid service 
rendered us by the Federal Trade Com­
mission in gathering the data or evi­
dence upon which we were necessarily 
most dependent in forming our con­
clusions. The Commission informs us 
that they have maintained a staff of 
between 500 and 600 accountants and 
their assistants, and the volume of busi­
ness upon which they have furnished 
cost sheets has aggregated more than 
$30,000,000,000, representing invested 
capital of over $20,000,000,000, and 
that practically all of this service has 
been rendered to the price-fixing com­
mittee.”
The chairman of the War Industries 
Board in his final report described in a 
most complimentary manner the im­
portant part played by the Federal 
Trade Commission in the work of the 
Board.
The Commission recently issued a 
report on the World War activities of 
the Federal Trade Commission.
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Current Cost Accounting Inquiry
The current inquiry of the Federal 
Trade Commission into methods of cost 
accounting is limited to a study of dis­
tribution costs. In this inquiry the bases 
and methods of allocating the various 
elements of distribution cost to com­
modities, classes of customers, size of 
orders, etc., are being analyzed; and an 
evaluation of them is being made in an 
effort to determine those best suited to 
the requirements of various businesses 
and of the government.
Development of Accounting
Accounting is an important factor in 
the administration by the Commission 
of its organic laws. Accounting in the 
broad sense of the term includes not 
only business records but the principles 
and techniques involved in properly 
establishing and maintaining such rec­
ords. The history and development of 
accounting closely parallels that of 
trade and commerce. Improvements in 
the technique of accounting have made 
possible and feasible the growth and 
extension of business operations. It is 
my understanding that the first associa­
tion of accountants of which there is 
any record is the Collegio dei Raxonati, 
which was founded in Venice in 1581. 
In the nineteenth century a number of 
societies of accountants were organized 
in Great Britain, and later the New 
York State Society of Certified Public 
Accountants was the forerunner of a 
number of such organizations in this 
country.
Many years ago there was a compara­
tively simple economy and few com­
modities were bought and sold. Com­
merce was generally confined to limited 
trade areas and business records were 
largely a matter of simple bookkeeping. 
Some of you will remember with a smile 
the so-called “books” kept by the ordi­
nary businessman during the nine­
teenth century. The industrial revolu­
tion, the rapid substitution of corpora­
tions for individual enterprises, includ­
ing the development of holding, affili­
ated, and subsidiary corporations, mass 
production, the improvement of our 
communication and transport services, 
marked the advent of a new and much 
more complex economy. As a result 
there were created new problems of 
government as well as of business. Un­
fair and deceptive practices, monopo­
listic tendencies, and other restraints on 
our competitive economy demanded an 
adequate remedy.
A wise government like a wise busi­
nessman develops new techniques and 
concepts to meet changing conditions 
and circumstances. Hence the Congress 
enacted the Federal Trade Commission 
act, clothing the Commission with 
broad and comprehensive powers to 
collect and report information about 
corporations and industries. In practice 
the Commission seldom exercises these 
compulsory powers, because it generally 
meets with full cooperation from busi­
nessmen. The Commission itself wishes 
to deal with them entirely in a spirit of 
fairness and reasonableness. The Com­
mission does not approach the problems 
of accounting in any narrow or tradi­
tional spirit. The basic requirement, 
apart from an accurate reflection of the 
facts, is that all the important facts shall 
be clearly developed, whether impor­
tant for the management, the stock­
holders and investors, the general pub­
lic, or the government.
Conclusion
I have in a general way outlined the 
importance of accounting in the work 
of the Commission. In connection with 
its accounting work the Commission 
has had the benefit of frequent contacts 
with many talented men in the account­
ing profession. It is cognizant of condi­
tions which sometimes hamper public 
accountants, as members of other pro­
fessions may be hampered, in giving the 
best professional service of which they 
are capable. The attitude of the Com­
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mission has been to try to promote im­
provements in these conditions, in order 
that our public accountants may have a 
more responsible and more independent 
status. The Commission believes that 
this will develop better accounting, and 
it regards good accounting as a very im­
portant element in business prosperity 
and the national welfare.
The Commission has noted with sat­
isfaction that businessmen generally 
have a steadily increasing realization of 
the importance of accounting in reveal­
ing to them the essential facts regarding 
the conditions in their respective indus­
tries and in furnishing a guide to in­
telligent management. It has been 
truthfully stated that the kind of rec­
ords that are needed depends upon the 
business, but the kind of business that 
is possible and profitable depends upon 
records that are properly kept. The 
accounting profession has its finger on 
the pulse of business and its judgments 
and abilities are important factors in 
contributing to the health of our body 
politic. The accomplishments of your 
profession have been very considerable 
but, as I am sure you yourselves are 
aware, there is still much room for im­
provement along certain lines and in 
some fields.
We are doubtless all interested in the 
same objective, and that is in making 
our competitive economy work more 
efficiently, profitably, and usefully for 
industry and all of our people.
The Federal Trade Commission sin­
cerely invites your cooperation in at­
taining that end.
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cedure, and federal taxation, American Institute of Accountants
W
E have listened with keen ap­
preciation and interest to the 
address presented by the chair­
man of the Federal Trade Commission, 
which described the objectives and op­
erations of the Commission.
Mr. Davis says the Commission is 
charged with quasi-judicial authority 
to prevent unfair methods of competi­
tion, and that the processes of the 
Commission are injunctive or preven­
tive, and not punitive. Underlying these 
motives are the protection of the public 
interest and the promotion of healthy 
and competitive operation of commerce 
and industry.
Mr. Davis rightly has pointed out 
that accounting has implemented the 
growth and extension of trade and 
commerce. Management, in the broad­
est sense, has come to depend on ac­
counting services, both internal and 
external, in the formulation of policy. 
Just as the pilot, who formerly guided 
his plane by observation and knowledge 
of topography, now depends upon an 
imposing panel of recording instru­
ments, so the executive who formerly 
carried all his business facts in his head 
and relied largely on personal observa­
tion, now uses accounting reports and 
analyses as guides and indicators to aid 
him in keeping on his course, while at 
the same time assuring compliance 
with the many regulatory measures 
which increasingly harass business ad­
ministration.
Although giving accountancy full 
credit for the contribution which its 
concurrent development has made to 
the progress of business, it must be 
acknowledged that the strongest factor 
in successful operation is the trading 
instinct which has been inherited by 
those who stand out as distinguished 
merchants. Without this instinct, all 
other talents and controls in business 
are futile.
The original businessman’s only bur­
den was the pack on his back, and his 
only overhead was his living expense. 
He knew his purchase costs, and every 
dollar he got beyond them recouped 
a part of his expenses. Today, at the 
other extreme, we have the complexities 
of huge establishments, with imposing 
fixed costs, and the added expense of 
maintaining functioning organizations of 
personnel and services, which combined 
constitute the “standby expenses” of 
being set up to do business whether one 
unit of product or a million be sold.
No one factor in our economy is more 
potent in the maintenance of life, lib­
erty, and the pursuit of happiness than 
a healthy, ambitious, and prospering 
commerce and industry which assures 
increasing employment of capital and 
men, the enlargement of our national 
wealth, and the enhancement of the wel­
fare of the masses of people who coop­
erate in business conduct. Healthy 
business must be profitable. To be 
profitable continuously its public rela­
tions must be sound, its industrial rela­
tions must be fair, and its financial, 
operating, and marketing policies must 
at the same time be intelligent, cour­
ageous and sanely conservative. To 
the extent that regulatory measures 
promote these objectives, facilitate 
and encourage sound business venture, 
we, as citizens and professional ac­
countants, may say “Amen.” But we 
must be diligent and aggressive in op­
posing unrestrained, unduly complex, 
or oppressive extensions of these meas­
ures which may substitute rules and 
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regulations for the free play of initia­
tive, freedom of contract, and business 
judgment, within due bounds of ethical 
conduct.
The fairness and utility of these 
measures depend upon the tenor and 
tempo of their interpretation and ap­
plication by the respective commissions; 
all of which should be governed by the 
rule of reason. It is interesting to ob­
serve that, in so far as restraint of 
trade is concerned under the antitrust 
laws, the adjective “unreasonable” 
applies to the noun “restraint” and not 
to “price.” It is the restraint that may 
be unreasonable, whereas the Robinson- 
Patman act of 1936, which amends the 
Clayton act of 1914, provides that 
“price” may be “unreasonable.” Under 
the Patman act, discriminations in 
price having an injurious effect upon 
competition are unlawful, if the differ­
ential makes other than due allowance 
for differences in cost of manufacture, 
sale, or delivery, arising from different 
methods or quantities in which goods 
are sold or delivered.
It is axiomatic that profit begins 
where cost ends—that means all costs: 
manufacturing, selling, distributing, ad­
ministrative, including the last dollar of 
income tax. It follows that an intelli­
gent understanding of costs is essential, 
not only to profitable operation, but 
vital to compliance with regulatory 
laws.
The study of distribution costs cur­
rently in progress under the auspices of 
the Federal Trade Commission is highly 
meritorious. The widest possible re­
search should be undertaken. The 
views of industrial accountants, pro­
fessional accountants, and professors of 
accountancy should be sought through 
the cooperation of the American In­
stitute of Accountants, the National 
Association of Cost Accountants, and 
the American Accounting Association. 
Ideals should be tempered by due con­
sideration of what is practicable and 
feasible, within a commensurate ex­
pense. The conclusions of these studies 
should await deliberate hearings, and 
full consideration of conflicting views. 
Accounting for distribution costs has 
not been developed in industry to the 
same degree as cost accounting for 
production, largely because of the 
greater proportion of fixed costs as dis­
tinguished from variable costs, and the 
fact that many costs are joint, making 
it difficult to allocate them. Industry is 
not fully alive to the large dividends 
inherent in better control and improved 
performance through analyses of dis­
tribution-cost factors. There are never­
theless outstanding examples of in­
dustry-wide studies and applications 
conducted by several trade associations, 
and the literature of accountancy has 
been enriched by many articles on the 
subject, particularly in the bulletins of 
the National Association of Cost Ac­
countants.
These industry-wide activities of 
certain trade associations have aroused 
suspicion and attack by the Federal 
Trade Commission in some cases. Our 
primary interest in industry-wide ac­
counting relates to the opportunity it 
affords for the accumulation, compari­
son, and analysis of the costs of individ­
ual units in industry. The manufacturer 
who does not know his costs is a danger 
both to himself and to others in the 
industry. A faulty knowledge of costs 
may be even more harmful. The devel­
opment and promotion of sound cost 
and accounting methods for an entire 
industry is bound to promote the gen­
eral health of the industry and to en­
courage the type of informed competi­
tion which is the reverse of cut-throat 
competition.
The famous Maple Flooring decision 
said in effect that such activities are not 
in themselves unlawful; that “its con­
sequent effect in stabilizing production 
and price can hardly be deemed a re­
straint of commerce,” and that “re­
straint of free competition begins when 
improper use is made of that informa-
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tion through any concerted action 
which operates to restrain the freedom 
of action of those who buy and sell.”
Four factors of prime importance 
control business policy: price, profits, 
volume, and cost. As to price, it is 
pertinent to refer to the common belief 
that 75 per cent of our population can 
buy only bare necessities. Here the old 
law of supply and demand steps in. 
The only way of reaching these 
buyers is to offer something within their 
means. Only volume, with an assured 
market, enables low-cost production, 
which may be sold profitably at a low 
price.
We should beware lest undue re­
straining influences on price throw the 
monkey wrench into the machinery; 
the result inevitably will be increased 
costs or restricted markets.
Cost is not absolute—there is no one 
overall method of cost determination 
which will serve all purposes; no single 
concept of cost will answer manage­
ment’s problems of economic survival. 
We do not have time adequately to re­
view this postulate. I can allude only to 
cost concepts affecting: (1) inventories 
from the viewpoint of conservative 
management or the Securities and Ex­
change Commission; (2) legal view­
points of amounts available for divi­
dends; (3) the Robinson-Patman act; 
(4) Vinson act; (5) war contracts; (6) 
federal taxation; (7) the problems of 
price and volumes; (8) whether to in­
crease or decrease production or shut 
down; (9) whether to take such busi­
ness or turn it down; (10) whether to 
risk decline in price of total sales or to 
sacrifice volume for price. All these 
point to alternative cost determinations, 
variable costs which depend upon the 
interrelation of price, volume, and re­
lated profits.
In our ardor for cost analyses, how­
ever, let us not forget to keep the cost 
of cost analyses within reasonable 
cost, lest we fall into the same pit as the 
man who considered himself the most 
valuable asset of the community but 
who failed to realize that he overvalued 
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T
he public accounting profession, 
in common with all others, in­
cludes a science, a philosophy, and 
an art. The science of accounting is 
concerned with the mass of technical 
knowledge which must be mastered as 
a preliminary step toward the practice 
of our profession; its philosophy deals 
with the fundamental principles of logic 
underlying the science and perhaps, in a 
broader sense, the relationship of ac­
counting to human affairs. But a knowl­
edge of the science and an understand­
ing of the philosophy are useless and 
impractical without proficiency in the 
art, which is the practical application 
of the principles and philosophy of 
accounting to everyday affairs.
We are here dealing with accounting 
as an art. We are further restricted in 
that we are dealing with it only to the 
extent that it involves what we desig­
nate the internal rather than the ex­
ternal phase of practice. This internal 
aspect of accounting practice is readily 
divisible into three sections, dealing 
respectively with practice routines, 
office routines, and personnel problems.
Since internal conduct of accounting 
practice has been the subject of a round- 
table discussion at several prior meet­
ings of the Institute, an effort has been 
made to avoid as much as possible the 
direct duplication of topics which have 
been the subject of previous discussions. 
Since it is to be assumed that those who 
are here are interested to an unusual 
degree in this particular subject, it is 
suggested that anyone who has specific 
suggestions as to a particular topic 
which should be covered here but 
which may be omitted, due to lack of 
time, communicate to the executive 
offices of the Institute his suggestion 
in order that the desired topic may 
be scheduled for a future session.
This particular discussion may be 
likened to a clinic, one of the definitions 
of which is “An institution in which 
concrete cases or problems of a special 
type are studied.” For many years the 
science of accounting received most of 
the attention at meetings of profes­
sional societies. In recent years account­
ing philosophy has come to the fore as a 
subject of interest, but it is only very 
lately that the practice of the art of the 
profession is being given the attention 
which it deserves. This is more readily 
understandable when we consider that 
it is much easier to acquire a knowledge 
of the philosophy and science of ac­
counting in an educational institution 
than it is to acquire a knowledge of the 
art. Furthermore, many of us acquired 
all of our knowledge through the ap­
prenticeship system, and perhaps since 
securing our certificates or opening 
offices of our own have considered that 
we have learned what there was to 
learn and that we know what to do 
and how to do it.
Also, perhaps until recently, there was 
little time for introspection until the 
pressure of events forced upon us a con­
sideration of the efficiency of our prac­
tice methods. Even now it is difficult if 
not impossible for one practitioner to 
obtain knowledge of the practice meth­
ods used by his fellow workers, a con­
dition which it is to be sincerely hoped 
time will remedy.
In these clinical sessions the Institute 
is putting forth a sincere effort to pro­
vide for the interchange of knowledge 
and opinions upon this subject among 
the members of the accounting profes­
sion. Let us hope, therefore, that we 
will all carry away from this session 
some new thought or idea.
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BY J. GORDON HILL, SAN FRANCISCO
Member, American Institute of Accountants
AT the outset it should be recognized 
that the audit program is but a 
  guiding memorandum subser­
vient to the principles and procedures 
which must be applied to attain the 
objectives of each accounting under­
taking. It is important only to the 
extent that it serves to assist in accom­
plishing these purposes.
It is not our present purpose so much 
to consider the make-up or content of 
an audit program as it is to study its use 
as a means of insuring that the audit is 
planned so as to accomplish the objec­
tives of the engagement with a maxi­
mum of efficiency.
The question of the form and extent 
of any particular program is one which 
must be left to the judgment of the 
principal or supervisor having the gen­
eral responsibility for the examination. 
It is conceivable that an examination 
might be made properly without the 
preparation in writing of any program 
as, for example, in the case of an exami­
nation performed in every detail by the 
individual responsible for the prepara­
tion and issue of the report. But even 
under such circumstances, it should be 
clear that our one-man auditor had some 
plan of procedure outlined in his mind 
even though he did not reduce it to 
writing. This is really the all-important 
concept of an audit program; it could 
be termed the orderly arrangement of 
the mental processes by which an ex­
amination is accomplished. However, 
it will be generally agreed that there 
should be some written memorandum 
in the files of the auditor as to the 
details of the work performed. Even the 
one-man auditor would find such a 
record desirable to support the opinions 
and conclusions expressed in his report.
Where the accountant’s organization 
embraces one or more principals upon 
whom rest the responsibility to the 
client and where there is a staff of 
senior and junior accountants having 
responsibility for the actual perform­
ance of the various examination pro­
cedures, the importance of the program 
increases, not only as a means of con­
veying instructions from the principal 
to his staff as to what is to be done but, 
also, as a means of reporting upon what 
has been done and of determining its 
adequacy as a basis for the principal’s 
opinions. In such cases a program be­
comes a means of insuring that the 
examination is planned so as adequately 
to accomplish the purpose of the en­
gagement and to meet the requirements 
of normal audit procedure and, later, 
to confirm that it has been carried out 
with effectiveness and efficiency. The 
extent to which it is desirable to use and 
rely upon an audit program as a record 
or report of work performed, as well as 
a guiding memorandum of what is to be 
done, is one subject that warrants some 
discussion.
In practice there are two general 
forms of audit programs. One may be 
called the detailed or predetermined, 
and the other, the general or progressive. 
The first constitutes a detailed specifi­
cation, prepared by the principal or 
supervisor, of each verification or test­
ing procedure which is required to be 
performed. The second constitutes a 
mere outline of the scope, limitations, 
and objectives of an engagement sup­
plemented by a record, prepared pro­
gressively by the senior in charge of 
the engagement, of each step which has 
been taken in reaching the objectives. 
Each method has its advantages and 
disadvantages. One is more to be pre­
ferred than the other in engagements of 
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certain characteristics or by account­
ants whose offices have certain char­
acteristics of organization. The relative 
merits of these two general forms of 
programs appear to be an appropriate 
subject for general discussion.
The predetermined program, whether 
of a standard form or specially prepared, 
constitutes specific instructions to the 
senior in charge of an engagement as 
to each individual step to be taken in 
performing what may be termed the 
mechanical processes of examination. 
Under such arrangement the respon­
sibility for their being appropriate or 
adequate, to accomplish the objectives 
in the case of each account embraced 
by the examination, rests with the 
principal or supervisor preparing the 
program. This is advantageous in that, 
if the program is to be intelligently 
prepared, it requires a personal contact 
by the principal or supervisor with the 
actual accounts and the accounting 
organization of the enterprise under 
examination. The desirability of such 
personal contact recently has been em­
phasized by comments of officials of the 
Securities and Exchange Commission.
On the other side of the picture the 
predetermined or detailed program has 
the disadvantage of limiting the respon­
sibility of the senior in charge, or of 
circumscribing what he is to do. It has a 
tendency to reduce the requirement for 
his independent thinking. Even though 
it be presumed that the principal respon­
sible for the preparation of the program 
has had adequate contact with the ac­
counts under examination and the re­
lated situation, his knowledge cannot be 
as thorough as that obtained by the 
staff member in charge of the case and 
it would be rare indeed for a detailed 
program to be prepared, except in 
periodical recurring engagements in 
which the circumstances are relatively 
fixed, which would not require consider­
able modification in the actual carrying 
out of the work. It may be argued that 
the preliminary specification of proce­
dures does not release the senior from 
the responsibility of independently de­
termining their requirement or adequacy 
for the accomplishment of the desired 
objective. But this is theory. In practice 
it cannot be denied that there is a 
tendency to follow the line of least 
resistance by doing only those things 
which are required, without giving them 
that critical consideration necessary to 
determine the effectiveness of the proce­
dures at the time of their performance.
In the general or progressive form of 
audit program, the program itself out­
lines briefly the general character, scope, 
and limitations of the examination and 
of the desired objectives, dealing spe­
cifically also with particular problems 
which the principal’s or supervisor’s 
knowledge of the particular circum­
stances indicates will present particular 
problems or require particular attention. 
To illustrate, such a program might 
merely state that the objective of a 
particular examination was to enable 
the issue of an unrestricted certification 
of the balance-sheet and income state­
ment, and then might proceed to specify 
the percentage of accounts receivable 
to be confirmed, with the manner and 
date of the confirmation; might specify 
the manner and time of inventory test­
ing and the percentage of items or value 
to be tested by inspection; and might 
point out the particular requirement of 
considering critically the provisions of a 
trust indenture.
With such a program before him, the 
senior has a clear picture of what is 
required, leaving to him the responsibil­
ity of carrying out those processes 
which, through his training and expe­
rience, he knows to be necessary. His 
instructions are to reach an objective, 
the manner of reaching the objective 
being left to his knowledge of accepted 
audit procedures and his judgment of 
their application.
The detailed or predetermined pro­
gram has the advantage of providing 
the senior in charge with a check sheet 
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which constitutes a protection against 
oversight, an advantage not existing in 
the general program. The general pro­
gram has the advantage of accentuating 
objectives rather than methods thus 
placing greater responsibility and neces­
sitating greater thought upon the part 
of the senior accountant, an advantage 
not possessed by the predetermined 
program.
No matter which method of approach 
is employed, it is important that the 
preparation of an audit program be 
preceded by a preliminary survey em­
bracing any conditions peculiar to the 
business, the general character of its 
personnel, assignment of their duties 
and responsibilities (particularly as to 
custody and control of cash) and the 
routine accounting methods and proce­
dures. A consideration of these factors 
will enable the auditor to provide in his 
program for such verifications or tests 
as would be most likely to uncover any 
irregularities which might result there­
from.
One of the most difficult and preca­
rious phases of an examination is to 
determine the character and extent of 
testing or sampling. This is a subject 
which is too broad to be covered fully in 
our present discussion. In brief the audit 
program should provide for tests suffi­
cient to establish to the extent required 
by the nature of the engagement, the 
general accuracy or reliability of the 
accounting.
Any discussion of an examination or 
audit program would not be complete 
without some consideration of the famil­
iar phrase “internal control”; no phase 
of an examination is more important. It 
should be so studied by the auditor as 
to be thoroughly understood before the 
preparation of any program. The result 
of such a study may evidence a situation 
ranging all the way from its total ab­
sence to a really comprehensive system. 
But even where a complete system is 
found to exist, the effectiveness of its 
operation must be established by test.
In connection with the personnel of 
the client, particular provision should 
be made in the audit program to estab­
lish the integrity of individuals having 
important responsibilities for cash, secu­
rities, or other property. Where such 
individuals are not under bond it may 
be that the hazards of impropriety are 
increased. While the auditor is not 
responsible for the qualifications of the 
client’s employees, he frequently is re­
sponsible for uncovering dishonesty. 
The audit program should recognize 
conditions or information which might 
have a bearing upon this element.
Where a predetermined or detailed 
program is used, it would be dangerous 
to regard it as an inflexible rule of 
procedure under any and all circum­
stances. It should never be accepted as 
a substitute for discriminating judg­
ment; even the junior accountant should 
be made to understand that the value of 
his work depends more upon the keenness 
of his observation and his ability to 
grasp the significance of his findings, 
than the mere following of a program. 
In the case of recurring examinations 
especially, it would be well for the 
auditor to make a deliberate effort to 
discover some procedure not thought of 
before which would uncover an irregu­
larity of unusual character such as was 
not anticipated in preparing the pro­
gram. It is far better to invest some 
available time in doing the unusual 
thing than to spend it all on a predeter­
mined schedule of work.
In the event of unusual development 
in the progress of an examination, an 
immediate consultation should be held 
between the principal and the senior 
accountant in charge as such develop­
ment may require extension or modifica­
tion of the program, or even author­
ization from the client to amend the 
engagement. Such revision, where re­
quired, should be made by cooperation 
between the principal and the senior 
accountant with the same thoroughness 
and along the same general lines of 
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procedure indicated for the original 
program.
When the details of the examination 
have been completed in accordance with 
the procedures we have outlined, it is 
then necessary for the principal to 
review the findings as evidenced by 
the working papers, in connection with 
a further discussion of the audit pro­
gram. This affords the principal the 
necessary opportunity to reconcile the 
findings with the objectives, and to 
provide for possible extensions appear­
ing to be necessary to the completion of 
the report.
By way of recapitulation, the follow­
ing is a brief statement of the most im­
portant points:
1. The audit program is a mere guiding 
memorandum of the examination 
procedures to be accomplished. It 
may be prepared in full detail or as 
a general outline to be supplemented 
by a detailed record of the procedures 
taken. In either case it may be used 
as a record and report of the actual 
work performed.
2. It should be based upon a full knowl­
edge of the accounting procedures 
and methods of the client and of the 
particular problems likely to be met.
3. The extent of the planned or exe­
cuted procedures should recognize 
the human equation as an affecting 
factor.
As a basis for general discussion, the 
following subjects appear to be of 
general interest:
1. The extent to which it is desirable to 
use and to rely upon a program as a 
report of work performed, as well as 
a guiding memorandum of what is to 
be done.
2. The relative merits of the detailed or 
predetermined program, on the one 
hand and, on the other, of the gen­
eral program supplemented by a 
record of the work done developed 
progressively during its performance.
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BY Harry l. stover, Kansas city, mo.
Member, American Institute of Accountants
T
he auditor’s work is intangible.
Its results may not be weighed on 
a scale nor measured with a cali­
per, and its quality has no relationship 
to the inherent merit of one group of 
raw materials as against another nor, 
generally speaking, to the dexterity of 
skilled technicians. It is the auditor’s 
primary function to furnish reliable 
opinions respecting the financial state­
ments of his client companies; to this 
end, it is his duty to perform all of the 
reasonable tests and make all of the 
reasonable inquiries necessary to lend 
reliability to the grounds on which his 
opinion is founded. It is his further duty 
to ascertain the relationship between 
the principles underlying his clients’ 
statements and those to which his pro­
fessional colleagues, over the years, have 
granted recognition—his opinions must 
be stated in terms of recognized ac­
counting principles.
The effectiveness with which the 
auditor performs these fundamental 
duties must be gauged with reference to 
intangible standards: the sum total of 
the accumulated experience of those 
who preceded him in the profession, the 
standards of procedure and performance 
laid down by those whose purposes may 
be served by audit examinations, his 
own immediate experience, his policies 
based upon a continuous study of prin­
ciples and procedures and, finally, the 
purposes toward which his examinations 
are directed.
The audit certificate, the detailed re­
port, or the letter of opinion, as the 
case may be, constitute the medium 
through which the auditor presents his 
opinion, but, with equal importance, 
they constitute the auditor’s written 
acknowledgment that the related work 
measures up to requirements either in 
entirety or for the most part. In the 
latter event, they further constitute the 
medium through which he indicates the 
manner and extent to which standards 
for one reason or another have been 
modified in the performance of the work.
When the auditor who accepts final 
responsibility for an examination is the 
same person who performed the exam­
ination, his knowledge of the procedures 
employed, his knowledge of the scope 
within which his inquiries were made 
and his knowledge of the transactions 
which gave rise to the financial state­
ments covered by his certificate, are all 
direct and immediate, having been ob­
tained at first hand. If the groundwork 
has been adequate, he knows this to be 
the case and may forthwith render his 
opinion.
Audit examinations for the most part, 
however, are no longer performed by 
the persons ultimately responsible for 
their results and it becomes necessary in 
consequence that a means be devised 
whereby the acceptance of ultimate 
responsibility may be based upon a 
substitute adequate in every respect to 
replace first-hand contact. This need 
must be satisfied by the form and con­
tent of the field auditor’s working papers 
and by a process of review, second- or 
even third-hand contact. The stand­
ards by which the quality of working 
papers is measured are constantly being 
revised, refined, and improved; progress 
along these lines may be seen and even 
measured and it may easily be safe­
guarded through a program of educa­
tion and strict adherence to formalized 
rules. The process of review is affected 
to a much greater extent by the element 
of judgment, and the degree to which 
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the process must be varied in particular 
cases complicates any statement of the 
standards governing its effectiveness. 
This discussion relates to the question 
of review in all of its broad phases.
In the light of the preceding com­
ments it becomes apparent that, to me, 
the title assigned to this discussion— 
“Office Review of Field Procedures”— 
seems to understate the extent of the 
undertaking to which it applies. Much 
of review is preview and most of it is 
supervision. Consideration of the pro­
cedures employed by the field auditor 
would appear to be inseparable from 
consideration of the data to which the 
procedures were, or rather are being 
applied, and the review itself, if it is to 
be genuinely effective, would appear to 
be inseparable from continuous super­
vision of all of the examination’s phases 
from the earliest stages of planning to 
the final editing of the auditor’s report. 
This being the case, it becomes almost 
obvious that all of the functions of re­
view except the final editing of the re­
port may best be performed in the field. 
After all, review proposes to replace 
firsthand contact, and is necessarily a 
more adequate substitute the more 
nearly it resembles the genuine article.
This interpretation of the concept of 
review, of course, does not intend to 
imply that the accountant charged with 
managerial or supervisory responsibili­
ties must sit in constant attendance 
upon his field staff or undertake to di­
rect actively any detailed phases of the 
examination. Neither does it intend to 
imply that he must maintain daily or 
other regular periodic contact with the 
field work. The supervisor’s frequent 
visits to the field, however, would offer 
these distinct advantages:
1. He may consider and promptly ap­
prove expansions or contractions in 
the audit scope originally outlined as 
it becomes apparent from the prog­
ress of the work that the audit pro­
gram under- or overemphasized 
certain phases of the examination. 
It is virtually impossible for an audit 
program, however carefully pre­
pared, to appraise accurately all of 
the circumstances with which the 
examiner will be confronted before 
his work is concluded.
2. He may detect omissions, misinter­
pretations and other deviations from 
the most desirable and most nearly 
applicable audit procedures and may 
promptly initiate corrective steps, 
whereas, if the review were per­
formed away from the field, the dis­
covery of the omissions or other 
faults would probably occur at or 
near the conclusion of the field work, 
and to remedy them might involve 
unwarranted delay, embarrassment, 
and difficulty, in addition to being 
unnecessarily costly.
3. To his client’s great advantage, he 
may deal promptly with controver­
sial issues and the propriety of pro­
posed adjustments, again in this 
instance avoiding unwarranted delay 
and unnecessary cost.
4. He may direct his total attention to 
the problems of the engagement at 
hand, excluding from his mind the 
other matters, which would tend to 
distract him if he attempted to per­
form the work within the confines of 
his own office. This advantage is at 
once apparent to those of you who 
have had to answer innumerable 
telephone calls, interview an appli­
cant for employment or suffer other 
distractions while you were at­
tempting to concentrate on one 
particular problem.
The need for the reviewer or super­
visor to visit the field is frequently 
modified, of course, in some instances 
most considerably, by a number of im­
portant factors. The results of extensive 
preliminary work may indicate that 
there is little likelihood that material 
problems will arise. The size of the client 
company, and, relatedly, the degree to 
which internal control and effective in­
ternal audit procedures are found to 
have been developed will have an im­
portant bearing on the supervisor’s 
responsibilities and program. A previ­
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ous familiarity with the client company, 
its procedures, problems, and personnel 
frequently tends to simplify the super­
visor’s work, and finally, the experience 
and other qualifications of the senior ac­
countant in charge of the examination, 
when viewed in relationship to the job 
at hand, may tend to minimize the 
necessity for field review on the part of 
the supervisor.
Regardless of whether the review of 
field procedures is conducted in the 
field or in the auditor’s office, and re­
gardless of whether it is performed 
periodically during progress of the work 
or strictly on a review basis, the objec­
tives to be attained are fairly well fixed. 
The reviewer must satisfy himself that 
the work performed constitutes a rea­
sonable verification of the account bal­
ances supporting the certified state­
ments and that it conforms in procedure 
and scope to the auditing standards 
recognized, accepted, and adopted by 
the profession. If the engagement is a 
balance-sheet audit the procedures used 
must meet the tests outlined in the 
bulletin, Examination of Financial 
Statements, and in the supplemental 
work, “Extensions of Auditing Pro­
cedure.” He must satisfy himself that 
the certified statements offer a fair pres­
entation of the financial position of 
the enterprise at the date in question 
and of the results of its operations for 
the period then ended. He must further 
satisfy himself that the underlying ac­
counting procedures conform to ac­
cepted principles of accounting and that 
these principles have been consistently 
applied. Finally, and the importance of 
this point is being accorded ever-in­
creasing recognition, he must ascertain 
that the working papers furnish an ade­
quate permanent record of the nature 
and extent of the audit work performed, 
and completely support his opinion and 
the statements to which it refers.
The chronology of the reviewer’s 
work to determine the above described 
objectives is somewhat as follows:
1. Supervision of the preparation of the 
original audit program.
2. Review of the examination of the 
system of internal control.
3. Revision of the scope of the audit 
program as viewed in the light of the 
internal control of the company.
4. Contact with the work as it pro­
gresses in the field.
5. Final review at completion of the 
engagement.
The digression from the confines of 
the title of this article has been deliber­
ate in order to express my opinion of the 
functions of review. The office review 
would then consist of the following:
After the working papers and report 
have been reviewed and after the report 
has been typed, refooted, and proof­
read, the report and working papers are 
given to a senior accountant who has 
not been assigned to the engagement 
with instructions to “reference” the 
report. This procedure consists of 
checking the figures shown in the finan­
cial statements to the various analyses 
and summaries underlying the trial 
balances. It further consists of a cross 
reference of amounts shown in the vari­
ous exhibits and in the report, and de­
tails which appear in text comment only 
are traced to the working papers. Text 
comments, item description, and foot­
notes are reviewed as to accuracy and 
clarity of expression. The report is then 
finally reviewed by the principal in the 
light of the changes suggested by the 
referencer and, after any changes, is 
ready for signature and delivery.
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By Harold r. caffyn, New York
Member, American Institute of Accountants
W
hen I was asked to come to 
this meeting prepared to lead 
that part of the discussion re­
lating to filing in certified public ac­
countants’ offices, I wondered at first 
what remained to be said on the sub­
ject. I naturally felt that the system 
used in our own office was effective. Cer­
tainly, we never, or maybe I should say 
hardly ever, lose anything, and we can 
generally find what we want if we look 
long enough for it. As a matter of 
curiosity, however, I thought that it 
would be well to find out what some of 
the other firms did. Accordingly I com­
municated with ten or a dozen of them 
who are located in New York. They 
were all extremely courteous and co­
operative, and I would like to take this 
opportunity of expressing my apprecia­
tion to them. They certainly laid the 
groundwork for the education of my 
naive self in filing matters.
I find that they all have satisfactory 
filing systems. Not one of them, how­
ever, is the one we use; not one of them, 
moreover, is exactly the one any of the 
others uses. The moral of my tale is 
obvious. There is no one filing system 
for an accountant’s office. Each firm 
must develop its own system according 
to its size, the nature of its clientele, and 
the habits and eccentricities of its 
partners.
In these circumstances, any attempt 
to outline the perfect system is both out 
of place and hazardous. I therefore 
suggest that you re-read chapter 15 of 
Audit Working Papers, by Maurice 
Peloubet, entitled “Indexing and Filing 
Working Papers.” For my part I shall 
describe what I saw in other account­
ants’ offices.
Working Papers
There is obviously a growing tend­
ency to the use of the permanent folder. 
This folder is usually filed in front of 
those containing yearly working papers. 
It contains historical data regarding the 
engagement and the client, such as 
memoranda outlining the terms of the 
engagement, special points to be ob­
served in connection therewith, extracts 
from minutes and important contracts 
and analyses of continuing interest.
I observed a preference for the bind­
ing and indexing of audit working papers 
in accordance with standard classifica­
tions. One firm used two such classifica­
tions, one for mercantile concerns, and 
one for public utilities. This practice is 
extended in most firms to cover not only 
the trial balance and supporting sched­
ules, but also audit programs (if any), 
audit questionnaires, extracts from min­
utes, etc. One of the most ingenious 
plans I saw provided for the binding of 
working papers by the left-hand margin. 
There was a standard classification and 
order for filing of the papers. The ac­
countant was provided with loose-leaf 
punched sheets to serve as dividers be­
tween the papers filed under each classi­
fication symbol. These dividers had an 
extension tab to the right-hand side 
indicating classification symbol and 
caption, e.g., “G”—Accounts Receiv­
able. On each divider sheet so provided 
were printed the principal steps nor­
mally taken in connection with the audit 
of the item it referred to. For example, 
on the sheet for investments twenty-two 
steps were listed as follows:
1. List by classes.
2. Examine securities on hand.
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3. Obtain certificates for those else­
where.
Etc.
Against each of these steps was space 
for a check mark or initials indicating 
whether or not this work was to be done. 
To the right of this column were others 
in which were recorded by whom the 
work was done, the period covered, and 
the man-hours consumed. This, of 
course, gave an excellent rough audit 
program, a good history of the work 
performed, and a splendid index to the 
working papers.
Working papers are usually bound 
together in folders, on the outside of 
which are stated the name of the client, 
client number (if any), brief description 
of work and period covered. Where more 
than one bundle is needed for a single 
piece of work, it is a good custom to 
indicate on the outside of a package 
that it is, say, three-stroke-four; that is, 
the third package of four for that piece 
of work. Some firms go considerably 
further in the details included upon 
their covers, indicating senior in charge 
of the job, assistants employed, etc.
Many firms go a step further and 
place the bundles of working papers in 
stout manila envelopes, which in turn 
bear on their face concise information 
similar to that on the working papers 
cover. This practice, while perhaps a 
little extravagant, certainly makes for 
order in the files. This was particularly 
true in one case I saw where the manila 
envelopes were stacked side by side on 
shelves, the canvas gussets to the side 
of the envelopes being stenciled with a 
brief description of the client, job, and 
year. In this case, incidentally, it was 
the practice to keep in the current file 
papers for the last four to five years. 
The papers for the current year for any 
particular job were always on the bot­
tom shelf, those for the preceding year 
were on the shelf above, etc. Each year, 
all files were moved up one shelf, the 
contents of the top shelf being trans­
ferred to the vault.
Once the papers are in bundles and/ 
or envelopes, filing again becomes a 
matter of taste. Some firms file numeri­
cally by client number, some alphabet­
ically by clients. In either event, it is 
customary to file subsidiary companies 
alphabetically behind the parent com­
pany within the parent company’s sec­
tion of the files. I saw one plan in which 
each job, regardless of client, was filed 
on shelves chronologically, i.e., in order 
of receipt in the file room. This, of 
course, is a good space-saving device 
and one which simplifies the systematic 
transfer of old papers to vault storage.
Regardless of the filing method em­
ployed, numerical, alphabetical, or chron­
ological, it is desirable that an adequate 
record of bundle descriptions be main­
tained. In the case of numerical files, 
this control will consist of an index card, 
filed alphabetically, bearing the client 
number and listing the various bundles 
inserted in the drawer or shelf bearing 
that number. In the case of the alpha­
betical files, the same controlling cards 
would be prepared, but would bear no 
client number. In the case of chrono­
logical files, it is desirable to have a 
register listing bundles received by the 
filing department. The register will show 
date of receipt, client, and description 
of papers in the bundle. Each line on 
the register has a serial number which 
will be stamped on a corresponding 
bundle.
The entries on the register will nat­
urally be posted to cards or ledger 
sheets prepared for each client and filed 
alphabetically. These sheets will de­
scribe each bundle and indicate the 
serial number, and thus, the location of 
that bundle in the files. One other form 
of index should be mentioned before 
I leave the subject of working papers. 
This is one I saw in a large firm in which 
storage space was available in the 
building in which the head office was 
located. The files are in four locations. 
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Each location is covered by a file index 
drawer, and working paper descriptions 
are posted to cards in these drawers as 
papers are removed or inserted. Inci­
dentally, this concern filed all its work­
ing papers in boxes approximately 10" 
x 10" x 15".
Reports
In discussing the filing of reports, I 
intend to include registration state­
ments except where specifically ex­
cluded. Here again considerable latitude 
exists in current practice. Most firms 
favor the filing of reports separately 
from working papers and this seems to 
be logical in view of the fact that it is 
generally necessary to retain reports 
for a longer period than working papers 
in the current files. There is definitely 
more of a tendency to maintain a 
register of reports than was apparent in 
the case of working papers. Most of the 
larger firms used chronological filing, 
and here, of course, a register or card 
index is essential. The best report 
registers that I saw constitute a good 
record of the report description, number 
of copies prepared, date prepared, date 
delivered, and to whom the individual 
copies are delivered. An interesting 
practice was one in which the report 
description was typed vertically as well 
as horizontally on the cover of the file 
copy of the report. This greatly facil­
itates reference where the reports are 
filed in drawers.
A desirable practice is that of setting 
aside in a permanent report file a copy 
of every report made in the office. In 
some cases, not even partners are al­
lowed access to this file except in emer­
gency. It follows that in such cases a 
copy is prepared for office use and filed 
with the working papers. A number 
of firms prepare an additional office 
copy of audit reports. This is filed with 
the working papers and is used as a 
draft in the preparation of the report 
for the following year.
The second and third office copies 
above referred to are usually typed on 
thin copy paper and in some cases the 
third copy, which is likely to be cut up 
and mutilated is not put into a regular 
folder but is bound in a temporary 
folder with a corner clip. While I would 
condemn any attempt to make the text 
of any one year confirm with that of the 
preceding year, I can see that for cer­
tain jobs use of these extra copies can 
be a time-saver and a valuable guide.
Correspondence
Four principal divisions of corre­
spondence suggest themselves:
(a) Correspondence with clients.
(b) Correspondence re office matters.
(c) Partners’ correspondence with re­
spect to committee work, etc.
(d) Partners’ personal correspondence.
In no case, I believe, did I see part­
ners’ personal correspondence filed in 
the general files, and I shall not attempt 
to cover the subject in this paper, inas­
much as these files are relatively simple 
and are usually under the care of a 
specific partner’s secretary. In the case 
of the other three divisions, however, 
every possible variation presented it­
self.
I will merely describe one plan 
which appeared to be effective. In this 
case all correspondence is filed alpha­
betically under three-position guides. 




This file is well cross-referenced. Let 
us take for example a four-page letter on 
inventory practice written to the presi­
dent of corporation B, a subsidiary of 
corporation A. The original of this letter 
would be found in the “A” drawer in a 
folder bearing a center position (that is, 
client’s tab). The folder is in front of 
those for corporations C and D, also 
subsidiaries of corporation A, but it is 
behind the main folder for corporation 
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A, itself. In addition to this, as the 
letter dealt with inventory practice, 
a sheet of paper is inserted in a folder 
carried under letter “I” for inventories 
in the left-hand (that is, subject matter) 
tab position. This sheet refers to a 
letter written on blank date to so and 
so, and I can well see that in times like 
the present it is an extremely valuable 
thing to be able to refer readily to all the 
significant correspondence that has gone 
through the office on a subject of this 
importance. If one of the partners has, 
let us say, been working on a committee 
of the American Institute of Account­
ants studying inventory procedure, the 
correspondence relating thereto is filed 
in a folder bearing the name of that 
committee in the organization (that is, 
right-hand) tab position, and a refer­
ence is made to the committee file in 
the inventory folder.
Correspondence is usually bound into 
folders. In most cases a rule is in effect 
that correspondence is not allowed out 
of the vault except on loan to, or by 
permission of, a partner.
One firm had an extra thin copy of all 
outgoing correspondence prepared. These 
copies were kept separately until they 
were five hundred to a thousand strong, 
at which time they were put in per­
manent folders.
In another firm, a large one, I was 
interested to see that an extra copy of 
each day’s outgoing mail was put into a 
folder early the following morning. This 
correspondence was sorted so that rou­
tine matters were at the bottom and 
relatively important ones at the top. 
The outside of the folder was stamped 
with the initials of each partner, and 
the folder was passed from partner to 
partner and initialed by them.
The largest firms with large staffs 
in their filing departments have little 
difficulty in keeping correspondence 
filed currently, but in some firms only 
slightly smaller, this appeared to present 
some difficulty. One of them had solved 
the problem by maintaining an unfiled 
letter bin into which all unfiled letters 
are immediately sorted between divid­
ers set up on a straight alphabetical 
basis.
The “ awaiting-reply ” file of another 
organization interested me. Into this 
file were placed outgoing letters calling 
for a reply. The partner writing the 
letter would indicate to the stenographer 
that a reply was expected by a certain 
date. The partner’s initials and antici­
pated reply date were placed by the 
stenographer on a copy of the letter and 
this copy, together with relative corre­
spondence, was placed in the “awaiting- 
reply” file under an alphabetical ar­
rangement.
I have since wondered why this ex­
cellent idea had not been carried a step 
further, the file being arranged on a day 
number rather than on an alphabetical 
basis.
Incoming Mail
Some firms register incoming mail. 
The registers refer to the serial numbers 
placed on all incoming mail, and pro­
ceeding from that number, contain in­
formation as follows:
1. Number of enclosures






In some of the larger firms, all incom­
ing mail is rubber stamped with the 
initials of all partners and departments 
and checked by whomever opens the 
mail against those partners or depart­
ments to whom the mail should be 
passed. In such cases, it is usual for the 
head of the file department to see that 
all partners checked have initialed the 
correspondence.
Published Reports
Many firms maintain a printed report 
file. The firm which had gone farthest in 
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this connection has a rule that at least 
one printed report be stapled to the 
permanent file copy of each of its 
clients’ reports. In addition, it maintains 
files for all other printed reports it can 
obtain. These reports are filed alpha­
betically by corporations and are cov­
ered by a comprehensive three-way 
index under which the reports are 
listed:
(a) By types of business
(b) By the accountants certifying
(c) By corporations
Tax Reports, Correspondence, and 
Working Papers
It is difficult to generalize on this sub­
ject, but inasmuch as I was studying 
the files of the larger firms, it is natural, 
perhaps, that I should have detected a 
distinct preference for separate filing 
of all tax data. Most of what I have al­
ready said with respect to working pa­
pers, reports, and correspondence will 
apply to tax matters, but as you well 
know, follow-up is such an essential part 
of tax work and this is so closely related 
to indexing that I hesitate to get into 
a subject which I know I cannot possibly 
cover in the time available.
General Observations
I found that in most firms only those 
in the filing department are allowed 
access to the files. I found, too, that in 
most cases receipt or out-cards are 
placed in the files for reports, corre­
spondence, or working papers extracted 
therefrom. These cards usually bear an 
out-tab and indicate in columns client 
number or name, date, and by whom 
taken. In some cases the signature of the 
borrower is obtained, in others his name 
is filled in by the filing department. An 
interesting variation was observed in 
one firm in the form of a duplicate file 
receipt. This receipt, approximately 
8" x 4", has space for date, client’s name 
or number, description, signature of 
borrower, and probable date of return. 
The original is placed in the files in 
place of the item extracted. The dupli­
cate is placed in a tickler file, kept by the 
file department, by probable return 
dates.
One of the larger firms has a separate 
vault for the overnight storage of work 
in process. This vault has adequate rack 
space into which bags containing work­
ing papers or loose working papers are 
readily placed.
It might be of interest to point out 
that the filing personnel in the firms I 
visited runs all the way from one girl 
doing all the filing, in addition to a 
certain amount of secretarial work, to a 
case at the other end of the line in 
which the staff consists of a woman file 
department head with one assistant 
and eight or ten junior accountants. 
In the latter case, I was impressed with 
the excellent training afforded the jun­
ior assistants who take the papers 
turned in by the “in charge” account­
ants, study them, bind them, and file 
them.
I am compelled to race through some 
of the other angles on filing in an ac­
countant’s office. The firm’s own ac­
counts, its bills receivable and payable, 
canceled checks, etc., are all matters on 
which I think specific comment is not 
called for. I do think it wise, however, 
to mention that in all cases where letters 
are written regarding arrangements with 
clients, either as to work or as to fee, 
extra copies should be prepared and 
filed with the firm’s own papers.
Applications for employment are in 
many cases kept indefinitely, although 
sometimes, after a number of years, 
summaries are put onto cards and the 
original applications are destroyed.
The question of an adequate index 
to the office library and services is one 
which I know has given many account­
ants some trouble. To those who are 
fortunate enough to be located close to 
the Institute library much trouble can 
be saved by the use of its facilities and 
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of the Accountants' Index which it 
prepares from time to time.
In any event I do not think that any 
better subject-matter index can be 
built up than the Accountants' Index, 
and it seems to me that the use of this 
volume, coupled with a simple card in­
dex, showing only volume titles of 
books contained in an office library 
will serve to let a practitioner know 
where to locate data on any specific 
accounting topic.
Storage
The problem of storage space is 
probably one which does not concern 
the practitioner in the smaller cities. In 
the larger cities, however, it is some­
times found economical to take addi­
tional storage space in an adjacent 
suburb in which realty values are at a 
low level. Matter is transferred to this 
space when it is four or five years 
old and is not likely to be called for 
frequently. For this reason I rather like 
the plan adopted by one firm. Regard­
less of the job number or other identifi­
cation which filed matter might have 
had in the regular files, it is given a new 
serial number when it is delivered to 
the transfer vault. Five or ten bundles 
on one job for one year would be wrapped 
together and given one of the serial 
numbers. The bundles so registered are 
then placed on shelves, subdivided 
into sections so that no space is lost. 
Control is effected by two sets of cards: 
small cards are filed alphabetically by 
clients, a card for each client showing 
brief description, year, and section num­
ber; the other set of cards is somewhat 
larger and is filed numerically by section 
numbers. There is a card for each sec­
tion, listing the contents of that section, 
showing client, working papers, file 
number, and description of each bundle 
filed.
Another firm, having out-of-town 
storage space, has worked out a with­
drawal-receipt form in conjunction with 
the warehouse company involved. These 
receipts are bound and serially num­
bered. Each receipt consists of three 
parts: the bound section is the per­
manent record retained in the office. 
It shows date, client, by whom required, 
description of papers, and has spaces for 
the signature of the office boy and 
partner’s approval. The next section 
tears off from the bound section and has 
similar information. It is also signed by 
the office boy and a partner. This 
second section is retained on file in the 
storage space. The third section is ad­
dressed to the warehouse company by 
whom it is retained. It requests permis­
sion for a firm’s representative, Mr. 
Blank, to enter the storage room, and 
includes Mr. Blank’s specimen signa­
ture. It is signed by a partner of the 
accounting firm. In addition to this, the 
firm runs record-withdrawal registers 
showing the date and number of the 
withdrawal request, client or descrip­
tion, identifying numbers, required by, 
withdrawn by, date, by whom re­
turned, transferred to, and any desired 
remarks.
Destruction of Papers and Records
I would now like to devote a few 
minutes to the problem of destruction of 
accountants’ papers and records. To 
many of us this has already become a 
problem and there is little doubt that 
the great increase now called for in 
confirmations alone will tend to make 
it even more so.
I will deal with the easy part first and 
submit for your consideration and as a 
guide the policy adopted with respect to 
everything but working papers by one 
of the larger firms.
This firm’s instructions are permissive 
and not mandatory. They stress the 
importance of considering each case 
individually. They call for destruction 
by cremation and insist that a careful 
record be left of all matter destroyed. 
They suggest the following practice.
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Reports, main office copies
Reports, second office copies
Reports, spare copies
Reports, spare printed copies
Correspondence
Applicants’ files







Accounts payable vouchers 
Clients’ books, ledgers, etc.
To Be Retained
Indefinitely.
Indefinitely, but those of clients for whom no 
service has been rendered for twenty-five years 
may be destroyed.
Current plus five years.
1 for at least ten years in addition to copy bound 
with office typed copy.
Indefinitely, but those of client with whom there 
has been no contact in twenty-five years may 
be destroyed.
Indefinitely, but those of applicants with whom 




Current plus fifteen years.
Current plus one year.
Current plus fifteen years, but important checks 
to be extracted prior to destruction.
Current plus one year.
Indefinitely.
Current plus six years.
Indefinitely, but those of clients for whom no 
work has been done in twenty-five years may be 
destroyed.
Now for working papers. The Ipswich 
Mills case seems to settle the point that 
they belong to us and not to our clients. 
We are faced with the problem of de­
stroying those which are obsolete in 
accordance with a sound and conserva­
tive policy. Looking at the legal side for 
the moment, the picture is rather dis­
heartening. The one important reason 
for preserving our working papers would 
naturally lie in their value in defense of 
action based on alleged negligence or 
fraud. The statutory limitations are, 
therefore, significant. Most of us prob­
ably think that six years covers us here, 
but there is wide variation as between 
the different states, particularly as to 
the point from which the statutory 
limitations would run. In this connec­
tion, I cannot do better than quote from 
an informal opinion given me by a 
responsible attorney:
“Probably an action against an ac­
countant for negligence would be based 
on breach of contract and the period of 
limitation probably would begin to run 
from the time his report was made, not 
when the negligence was discovered or 
when the damage resulted. In the 
absence of specific provision the limita­
tion on an action based on fraud would 
begin to run when the injury occurred 
and not from the time that the report 
was made or the time the fraud was 
discovered. In some states, however, 
the statute of limitations provides that 
it shall run from the time of discovery 
of fraud.
“The accountants should consider 
the fact that frequently an audit is 
made in a state where the accountant 
does not live. An accountant might go 
into a state and make an audit and then 
return to his own home. The fact that 
he had left the state where the audit 
was made and where the negligence or 
fraud was committed would under most 
statutes suspend the running of the 
statute of limitations against him so far 
as a suit in that state was concerned, 
until such time as he might return.
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“ If he were sued in his home state, its 
statute would apply. In such case, there 
are the following possibilities:
1. In about half of the states, the stat­
ute provides that the period of the 
other state applies.
2. His home state might provide its 
own period, running from the time 
he re-entered the state.
3. His home state might provide its 
its own period, running however from 
the time the action accrued in the 
other state.
“ If the accountant, at any time after 
making an audit in his home state, 
should move into a state having the 
second type of statute (where its own 
period applies but does not begin to run 
until he enters the state), he would be 
subjected to the startling possibility of 
suit there, even though the action might 
be long barred in his original home 
state.”
If, therefore, most of us approach this 
problem solely with the legal viewpoint 
in mind, it is doubtful if we would ever 
destroy a single working paper. On the 
other hand, such a policy would be 
burdensome and costly, and I think 
even the most cautious of us would like 
to find a middle-of-the-road policy based 
on prudent business judgment. In this 
connection, I think that it would afford 
a valuable protection to the profession 
if the Institute would appoint a com­
mittee to study this subject and to issue 
for our guidance a schedule of minimum 
lengths of time that papers should be 
retained. Such a policy must naturally 
represent the combined judgment of a 
representative group. Despite this, how­
ever, I am willing to stick my neck out 
a little way and to submit for what it is 
worth to you, or to such a committee if 
it is to be formed, a suggestion as to 
standard policy.
I will suggest for the basis of discus­
sion the following rules, that
1. All reports or letters having the force 
of reports or opinions be retained 
indefinitely.
2. Working papers of clients for whom 
no work has been performed for ten 
years be destroyed.
3. Working papers of current clients be 
divided into two groups. The first 
group to be retained indefinitely, the 
second group to be destroyed at the 
end of ten years. The first group will 
consist of:
(a) Audit programs, audit question­
naires, internal-control question­
naires, etc.
(b) Extracts from minutes and other 
corporate historical data.
(c) General-ledger trial balances, 
and trial balances of other ledg­
ers, the accounts in which are of 
an impersonal nature or which 
are not covered by general­
ledger controls.
(d) Analyses of fixed-asset accounts.
(e) Analyses of surplus accounts.
(f) Analyses of corporate financial 
structure.
(g) Other working papers of lasting 
interest such as those normally 
included in the so-called per­
manent file used by many ac­
countants.
The second group will consist of 
those papers not included in the first 
group and will comprise mostly cur­
rent asset and liability trial balances, 
analyses, and confirmations. This 
group will also include papers in 
connection with systems installed, 
etc.
4. Destruction to be by cremation.
5. Destruction to be authorized specifi­
cally by a senior partner or a partner 
responsible for any particular job, 
his authorization to be made a mat­
ter of record.
It will be apparent that what I have 
suggested above is merely the frame­
work. Countless exceptions will occur 
to you. I will list a few that come to my 
mind. They are the points which a 
partner will have to consider in deciding 
whether or not standard destruction 
policy is to be adopted in any case.
1. The accountant’s knowledge of the 
nature of a client’s business, manage­
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ment or personnel may indicate the 
wisdom of exceptional treatment.
2. Adjustment of standard practice may 
be called for where clients operate 
under regulatory bodies, govern­
mental or otherwise, such as the 
Interstate Commerce Commission, 
public service commissions of the 
various states, federal and state bank 
and insurance departments, Federal 
Power Commission, National Elec­
tric Association, American Gas As­
sociation, National Conference of 
Bank Auditors and Comptrollers, 
etc.
3. The provisions of the recently enacted 
investment-company act are signifi­
cant. Section 32-C of this act reads 
as follows:
“The Commission is author­
ized, by rules and regulations or 
order in the public interest or for 
the protection of investors, to 
require accountants and auditors 
to keep reports, work sheets and 
other documents and papers relat­
ing to registered investment com­
panies for such period or periods 
as the Commission may prescribe, 
and to make the same available 
for inspection by the Commission 
or any member or representative 
thereof.”
I understand that no regulations 
have been issued under this section.
4. Possible service to the client must be 
kept in mind. The accountant’s 
working papers have been known to 
constitute a better record of certain 
accounts than the client’s ledger. 
Moreover, we probably all have clients 
who have developed the habit of 
calling us for every manner of in­
formation regarding their financial 
affairs.
5. Should there be a possibility of your 
client registering under the securities 
acts, care should be taken to see that 
no papers are destroyed that would 
be of value in building up the neces­
sary information. In this connection, 
form “A 2” calls for information 
as far back as January 1, 1922, in 
the event that there have been 
significant changes in capital struc­
ture or asset valuation since that 
time. The statutory limitations as 
set forth by the act of 1933 are also 
of interest and should be studied. 
It is likely, however, that those fol­
lowing a standard practice such as 
I have outlined above, will decide 
that it provides a longer period of 
retention than is required by the act.
6. Accountants having a great amount 
of practice in the banking and stock 
brokerage fields might well feel dis­
posed to adopt a more drastic de­
struction policy with respect to the 
enormous mass of confirmations they 
accumulate. I would not be inclined 
myself to keep these for more than 
three years.
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Organization and Operation of the 
Typing Department
By H. Ashlin Dykes, St. louis
Member, American Institute of Accountants
T
he problems of organization which 
arise in the operation of the report 
department in the office of a certi­
fied public accountant naturally vary 
with the size of such a group. The same 
general principles of organization and 
operation, however, are applicable to 
large, medium, and small departments, 
although the practical means of their 
application may differ. In presenting 
these remarks, I shall keep in mind the 
medium-sized department, rather than 
the very large office where definite di­
vision of duties among the various 
employees is possible.
In discussing the report-typing de­
partment, it seems proper to keep in 
mind the important part which it has in 
the presentation of one of the tangible 
results of the professional accountant’s 
work, namely, his report. An attractive 
appearance cannot make up for lack of 
quality in a report’s contents, but one 
which is neat and pleasing in appear­
ance and presented in an easily readable 
manner is of material value in creating 
a favorable impression in the mind of 
the reader. The organization of the 
typing department should be such as to 
accomplish this result.
The duties of this department will 
necessarily vary somewhat with its size. 
Generally, it is concerned with the 
typing, binding, and preparation for 
delivery of reports and tax returns, 
comparing typed copy with the draft, 
proving the mathematical accuracy of 
figures appearing in the typed matter, 
and possibly cross-checking figures and 
other references in the report. This 
group also may be called upon to main­
tain the report files, keep the inventory 
of report stationery, and render secre­
tarial service. The latter is particularly 
true in smaller offices. The reference 
checking which may be performed by the 
report-typing department should be 
limited only to the cross-checking of 
figures and other data within the typed 
report. It should not contemplate any 
reference to the accountant’s working 
papers, as the reviewer and accounting 
staff should be responsible for the cor­
rectness of the draft.
The class of work handled by the 
report-typing department requires that 
considerable care be given to the selec­
tion of its personnel. The staff should be 
intelligent, possess a good degree of 
speed and accuracy in their work, and 
have at least high-school educations. It 
is desirable, though not necessary, that 
at least the department head have some 
knowledge of accounting principles. 
Some of the members of the depart­
ment should be able to write shorthand, 
so that they may be used for secretarial 
work when desirable. In some offices it 
has been found practical to combine the 
duties of an office boy and relief typist; 
in others, some of the younger members 
of the accounting staff are temporarily 
used as typists. Where the volume of 
work warrants, it is considered advan­
tageous to assign young men recently 
employed for the accounting staff to 
this department to assist in the com­
paring and proving of reports so that 
they may acquire firsthand knowledge 
of report procedure. In instances where 
it is necessary to employ additional per­
sons to meet the demands of the winter 
season, probably the most satisfactory 
results are obtained by the full-time 
employment of capable typists a short 
time in advance of the need for their 
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services so that they may receive a brief 
training in the technique of the typing 
department. The head of the report­
typing department should be directly 
responsible to the office manager.
In order that all reports issued by a 
firm may be generally uniform in ap­
pearance, it is necessary that the type 
of stationery used be defined as to size 
and quality. It is also desirable that 
standard typing instructions be used in 
order to accomplish uniformity in spac­
ing, indentions, capitalizations, under­
scoring, etc. A material improvement 
in the appearance of reports can be ac­
complished by a little thoughtful atten­
tion to these simple matters.
The various operations performed in 
the report-typing department should be 
evidenced by signatures and other infor­
mation recorded on the typed proving 
copy of the report. Space for indicating 
this data is usually provided by a rub­
ber-stamp impression which may show 
the number of copies made, by whom 
typed, the persons who compared the 
typed copy with the draft, the employee 
who proved the figures, checked the 
references, made corrections, etc.
In order that there may be a thorough 
understanding as to the operations 
which should be covered by persons en­
gaged in comparing and proving re­
ports, and cross-checking of references 
therein, standard instructions in this 
connection are desirable. These might, 
among other things, specify the type of 
check marks and colors thereof used to 
indicate the different operations.
Material delivered to the typing de­
partment should be legible and so set 
up that members of that department, 
however well qualified, will not be re­
quired to make decisions as to the 
manner of presentation. This requires 
that staff accountants and reviewers be 
familiar with the standard methods of 
presentation which may have been 
adopted by the practitioner. All drafts 
of reports presented for typing should 
be signed by the writer and reviewer 
and bear a stamp impression, or be ac­
companied by a form, showing the 
number of copies to be typed, the re­
quired date of completion, and informa­
tion as to the persons to whom the 
reports are to be delivered.
All members of the typing and report 
department should be required to sub­
mit periodical time reports showing the 
type of work performed and, if charge­
able to a client, the name of the engage­
ment. Time reported may be divided 
between typing of reports and tax re­
turns, comparing and proving, general 
office work, and unemployed time. In 
reporting time chargeable to clients, 
either the actual time required for the 
operation may be shown, or a charge 
computed based upon a standard time 
for a page of comments or a statement. 
Time spent in making rewrites, cor­
rections, and proving rewrites should be 
considered as general office time. In 
order to provide information to the 
office management as to the status of 
work in the department, a report may 
be prepared at least weekly, showing 
reports and tax returns awaiting typing, 
those in typing, and those on which 
typing has been completed, but which 
have not been released for reasons indi­
cated.
It has been found advantageous to 
file all office copies of typed reports in 
individual folders on which provision is 
made to show the number of copies pre­
pared, their disposition, the person 
signing the report, and other data which 
should be of value in subsequently refer­
ring to the files. If the reports are printed 
by the client, this also might be indi­
cated and provision made to insure 
proper follow-up as to the checking of 
printer’s proofs and obtaining of file 
copies of the printed matter. In order to 
maintain control over copies of reports 
temporarily in use, receipts should be 
taken for all items removed from the 
files.
Proper functioning of the typing de­
partment requires that it complete work 
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assigned to it in time to permit delivery 
of reports at specified dates. In so far 
as is possible, a relatively even flow of 
work into the department is desirable. 
Even though this frequently may not 
be practicable, the planning of work 
will be greatly facilitated if the head of 
this group is kept advised as to reports 
which are to be delivered to it in the 
near future, particularly those of con­
siderable size and those requiring prompt 
delivery.
If stationery supplies are in custody 
of this department, valuable informa­
tion as to usage of the various kinds of 
supplies may be easily obtained by 
use of a simple inventory record show­
ing the quantity of each item on hand, 
purchases, and usage determined on the 
basis of physical inventories taken at 
least quarterly. Information shown by 
this record should be of material assist­
ance in placing orders for stationery and 
supplies and in avoiding the accumula­
tion of unnecessarily large stocks.
A properly organized typing and 
report department should be a definite 
asset to the practitioner. In addition to 
producing reports of which he may be 
justly proud, it should be the means of 
saving valuable time of partners and 
principals, which otherwise might have 




By Harold l. klagstad, Chicago
Member, American Institute of Accountants
Any attempt at complete coverage
 of personnel problems in the 
 conduct of a public accounting 
practice would be a rather formidable 
undertaking and it would involve con­
siderable repetition of certain phases of 
the question such as staff organization, 
staff training, and the recruiting of the 
temporary staff, which have been ably 
dealt with at recent meetings of the 
American Institute of Accountants and 
on which considerable literature is 
available. For that reason I have felt 
that by confining the discussion to a 
few suggested points on which there 
seem to be differences of opinion, it may 
be possible to bring about a general dis­
cussion in which the opposing views can 
be aired.
Any discussion of the general subject 
of personnel should take into considera­
tion the change which has come about 
during the last ten or fifteen years in 
the type of applicants for positions as 
junior accountants. I refer particularly 
to the advent of college-trained men 
in the public accounting field. There 
were, of course, before that period a 
fair percentage of men with college 
degrees who found themselves in public 
accounting without having shaped their 
educational program in that direction. 
There were also a large percentage who, 
although without college degrees, had 
obtained some education in accounting 
and related subjects in the form of 
home-study and night-school courses.
Today, however, there are being 
graduated annually from our leading 
universities hundreds of young men 
who have chosen accounting as a career 
and to that end have spent four years 
or more in obtaining a general univer­
sity education with specialized training 
in the accounting and allied phases of 
business administration. I know of no 
complete statistics on the number of 
university graduates who have majored 
in accounting, but on the basis of 
figures furnished me by a few of the 
larger universities who have pioneered 
in accounting courses, I would estimate 
that for the year ended June, 1940, the 
number of such graduates of eight or 
ten better known or larger universities 
having commerce or business schools 
would approach one thousand. It is im­
possible to estimate the total annual 
number of such graduates, but it seems 
reasonable to assume that there would 
be several thousand. Further informa­
tion furnished me indicates that the an­
nual number graduated had approxi­
mately trebled in the last fifteen years 
and had more than doubled in the past 
ten years.
I was somewhat surprised to learn, 
however, from the experience of several 
of the major universities that over the 
last ten years the number of these 
graduates absorbed by the public 
accounting profession is estimated at 
less than thirty per cent. This seems a 
relatively small proportion since public 
accounting is presumed to be the natural 
field for these graduates to find their 
places permanently or at least to spend 
a few years in obtaining practical ex­
perience before entering some other 
field of business. It is true, of course, 
that a substantial number of these uni­
versity graduates have found positions 
in the industrial and commercial ac­
counting fields and during the last six or 
seven years an expansion in state and 
national governmental bureaus has 
developed an important outlet for 
these career men.
One factor which tends to reduce the 
number who seek public accounting 
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employment is that the college man is 
prone to feel that his preparation should 
entitle him to employment with some 
probability of permanence, a thing 
which the average public accounting 
firm is loath to promise definitely. 
Another factor is the matter of travel 
involved in obtaining personal inter­
views. This latter objection does not 
seem important to many firms who 
make it a point to have representatives 
interview a substantial number of men 
at several of the universities some 
months before graduation. Still another 
is the tendency of the accounting firm 
to confine its attention largely to the 
cream of the crop from a scholastic 
viewpoint. This practice might be 
questioned since it may eliminate the 
man who has the important quality of 
personality and the ambitious fellow 
whose marks may have suffered by 
reason of the necessity of financing his 
education by a heavy program of out­
side duties. However, I have the dis­
tinct impression that the heads of the 
commerce and business administration 
schools feel that the public accounting 
profession as a whole is not taking ad­
vantage as it should of the availability 
of this source of personnel for its per­
manent staff and that the college men 
who are hired are not given an ade­
quate trial period.
It seems significant that in testimony 
given before the Securities and Ex­
change Commission by representatives 
of eleven accounting firms, it was, with 
one or two exceptions, stated that the 
policy of each firm represented there 
was to recruit its permanent staff from 
college graduates who had specialized 
in accounting and allied subjects. This 
was qualified in most instances by an 
explanation that an applicant or a 
temporary staff member of unusual 
qualifications in other respects would 
not be passed up simply because he did 
not have a college degree. There ap­
pears, however, to be a wide variation 
in the degree to which this policy is 
followed, both as between individual 
firms and as between different branches 
of the same firm. In his testimony 
Professor Scovill, of the School of 
Commerce of the University of Illinois, 
stated that he felt that public account­
ing firms could, by and large, be divided 
into two general classes. The one class 
holds to the apprenticeship system, 
which is a carry-over from the times 
prior to the entrance of our universities 
and colleges in the field of business ad­
ministration. The other school, he 
stated, has come to believe more in the 
procuring of staff members, at least its 
permanent organization, through re­
taining college graduates who have had 
proper academic training.
It is interesting to study the argu­
ments advanced by the proponents of 
each method. Those who favor the 
college man advance these arguments: 
(1) Public accounting is a profession 
and its status as such should be pro­
tected and fostered by requirements as 
to training and education generally 
comparable to those required of the 
other professions; (2) one state has in­
dicated a possible trend by making a 
college degree obligatory for future 
candidates for C.P.A. certificates; (3) 
the college graduate is assumed, by 
having completed an academic career in 
an institution maintaining high stand­
ards, to have demonstrated that he has 
a high degree of intelligence; (4) there 
are roughly four times as many high­
school graduates entering college today 
as there were fifteen years ago. This is 
due partially to increased opportunities 
given the ambitious boy to work his 
way through. This means that a large 
portion of a very desirable element are 
no longer available among the non­
college group; (5) it may also be 
assumed that, in addition to having re­
ceived a technical and theoretical 
knowledge of accounting and allied 
subjects, he will during his college 
career have acquired a certain amount 
of poise, the ability to meet people, the 
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ability to use fairly good English, both 
written and spoken, and sufficient 
general educational background to make 
him an interesting and intelligent 
conversationalist. This latter assump­
tion may be to some extent theoretical, 
although it cannot be discounted alto­
gether.
Parenthetically, I would like to 
suggest that the universities could 
render a valuable service to the pro­
fession by bearing down more than 
they have on the matter of a whole­
some respect for clear, concise use of 
the English language, for it is no exag­
geration to say that financial state­
ments today have become literary as 
well as statistical documents.
On the other side are those who ad­
mit that a college degree is not a detri­
ment, but that it should by no means 
be a requirement. They point out that 
the typical noncollege man with at 
least a high-school education and some 
specialized study in accounting theory 
and auditing, and several years of 
actual accounting and business experi­
ence is of considerably more value 
during the first year or two due to his 
familiarity with office procedure and 
his advantage in the mechanics of 
accounting.
Both schools admit that the basic re­
quirements for a successful public ac­
countant,—namely, character, integ­
rity, resourcefulness, and intelligence,— 
are as likely to be found in the noncol­
lege applicant as among those holding 
college degrees. It seems to narrow it­
self down, therefore, to the question of 
whether in the long run the assumed 
cultural advantages of the university 
background, plus a rather intensive 
technical and theoretical training, can 
be presumed to offset a temporary lack 
of practical accounting and business 
experience.
Many who have had opportunities of 
studying the college men in the account­
ing field are of the opinion that in the 
average case over a period of years he 
has certain advantages which seem to 
carry him farther and faster. The ex­
perience of others may not have been 
as favorable, and there may be opposing 
views.
Another matter on which there seems 
to be a variety of opinion within the 
profession is the question, to phrase it 
bluntly, of how long a staff member 
may be justifiably retained in the or­
ganization after it has become apparent 
that he does not have all of the quali­
fications required of a supervisor, 
executive, or partner. It would obvi­
ously be an ideal situation if the ac­
counting practitioner could, by a pro­
cess of developing and pruning, so 
maintain his organization that he 
could honestly feel that every member 
was a potential partner. There are 
many accountants, however, who feel 
that while such a policy might be ideal, 
it would be somewhat impracticable 
and that it cannot be and is not ad­
hered to. They take the position that 
there is a definite place in the account­
ing organization for the capable senior 
accountant who may be entirely satis­
factory in all other respects but may 
lack a particular quality or trait, which 
lack serves as a bar to his further 
progress. This lack might be a matter 
of personality or any one of a number 
of qualities which would detract in no 
way from his ability to do consistently 
good work of a high order. Admitting 
that this class of man can be of service 
for an indefinite period of years, it is 
argued by some that it is unfair to the 
man himself, to the accounting firm, 
and above all, to the younger men in 
the organization, to permit any stagna­
tion at the top. It is contended that it 
would be a better policy for all con­
cerned to work toward the ideal of a 
live, moving organization in which 
general progress is not impeded by a 
policy which permits an accumulation 
of staff members who, after a reason­
able testing period, seem to have 
reached a rather definite limit. While 
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such a policy may sound ruthless, there 
are many who believe it is eminently 
fairer to the man involved than a 
policy of permitting him to remain 
on the staff indefinitely, with the result 
that when the question of placing him 
becomes imperative, the added years 
may become a handicap in seeking 
private employment. One of the addi­
tional advantages which is claimed is 
that the younger element in the organ­
ization would be benefited, both from a 
psychological and from a practical 
standpoint. Such a policy would, of 
course, encounter several hurdles, a 
very practical one being the necessity 
for maintaining a reasonably balanced 
staff.
This leads directly to another ques­
tion of policy in that same general 
category. The client has come to regard 
the staff of the public accountant as a 
logical and convenient source of well 
trained accounting help just as the pub­
lic accountant often finds it convenient 
to place members of his staff in the 
employ of his clients. This is a mutually 
helpful outgrowth of the relationship 
between client and accountant in spite 
of the fact that it often means a loss to 
an accounting organization of staff 
members or executives whom it would 
otherwise have been pleased to retain. 
The advantages, however, outweigh 
such occasional hardships. In this phase 
of client relationship, however, the 
accountant must be as scrupulously 
honest as in any other. The placement 
of any staff member in a client’s organ­
ization can only be beneficial when it is 
done as a result of an honest desire to 
help both the client and the staff mem­
ber involved. The question might 
fairly be asked as to the justification 
for attempting to place with a client a 
senior accountant, for instance, who has 
not measured up to the requirements 
for retention in a public accounting 
organization. The obvious explanation 
is that the requirements for private 
accounting positions are not necessarily 
the same, and the staff member who 
might have certain limitations in public 
practice might well prove to be out­
standing in a private position. A large 
group of capable alumni in the ranks of 
business organizations is, without ques­
tion, of considerable value. If place­
ments are made under mutually happy 
circumstances, the benefits are numer­
ous. If, however, either the client 
should subsequently feel that he has 
been taken advantage of, or the staff 
member feels that he has been pushed 
into an undesirable position, the ac­
countant may well anticipate trouble. 
There is, without question, an obliga­
tion on the part of the accountant to a 
former employee, particularly one whose 
length of service merits a mutual evi­
dence of loyalty. After lending all 
reasonable assistance in obtaining a 
position commensurate with his ability, 
he should not be abandoned to sink or 
swim, but should, within reason, expect 
advice and counsel, together with a 
generally helpful attitude toward his 
well-being and success. Such a relation­
ship could not, of course, be permitted 
to reach a point which might be con­
sidered as affecting the independence 
of the accountant.
It was suggested that I say just a 
word or two regarding a question which 
is frequently asked of public accountants 
— by prospective employees, young 
men entering college, and many lay­
men—and possibly one which members 
of the profession occasionally ask them­
selves, namely, just what are the chances 
of the average staff member’s ultimately 
becoming an executive or a partner in 
the public accounting field? This ques­
tion is, of course, difficult and, without 
analysis, might produce a discouraging 
answer from the standpoint of the aver­
age man, inasmuch as the mathematical 
probability of such an occurrence is 
obviously not high. Some people seem 
to feel that the probability of ultimate 
success in the individual case is less in 
the accounting field than in certain of 
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the other professions. I am inclined to 
feel, however, that it is unfair to con­
sider the matter from the standpoint 
of the junior accountant since, after all, 
during his first three or four years in 
public practice he is still in the process 
of being educated, and during that 
period, even though he may ultimately 
find that accounting is not his field, 
he will have received full compensa­
tion in the form of a liberal education 
in general business practice that could 
probably not be obtained in the same 
time in any other way.
If we were to consider the probability 
of success within the field of public 
accounting itself from the standpoint 
of the developed senior accountant, 
they are, of course, greater. If we are 
talking about monetary success, and I 
suppose we should be, it is interesting 
to note that statistics show that the 
average income of the certified public 
accountant compares very favorably 
with that of the average doctor, lawyer, 
or engineer.
But there is another factor to be 
considered. It has been said that there 
are at least as many successful busi­
nessmen trained in public accounting 
now outside of the profession as there 
are within, and it is a fact that a 
roster of the presidents, treasurers, 
controllers, and other important offi­
cials of industrial and commercial en­
terprises who received a substantial 
part of their business training in public 
accounting offices, would be rather 
imposing.
One might well ask why the so- 
called average man should seek to 
enter the accounting profession. Pro­
fessor Scovill, whom I have quoted 
before, in his testimony before the 
Securities and Exchange Commission 
stated that from his observations the 
basic qualities sought by the profession 
in staff members were character, in­
telligence, technical training, resource­
fulness, tact, judgment, and personality. 
If he had added “a strong constitution 
and an appetite for responsibility,” the 
profession as a whole would, I believe, 
subscribe to this as a modest appraisal 
of what it takes. But that is not the 
average man. That’s the ideal man and, 
incidentally, the man for whom the 
field is wide open and who need have 






Audits of Building and Loan Associations




By Thomas A. Williams, new Orleans
Chairman of special committee on savings-and-loan accounts, 
American Institute of Accountants
I
N July, 1940, the American Insti­
tute of Accountants published a 
pamphlet entitled Audit of Sav­
ings and Loan Associations by Inde­
pendent Certified Public Accountants, 
being a program of audit. On January 
30 and 31, 1940, at a conference held 
in Chicago, Ill., this program had been 
considered and reviewed by duly au­
thorized representatives of the account­
ing division of the United States Savings 
and Loan League, of the supervisors’ 
division of the United States Savings 
and Loan League, and of the examining 
division of the Federal Home Loan 
Bank Board. It is, therefore, an authori­
tative document.
The building-and-loan industry is an- 
integral part of our national economy. 
It renders needful service by affording a 
convenient form of financing for persons 
of moderate means to acquire homes, 
and by affording the average individual 
a safe medium of investment for his 
savings. Dependable information on 
the financial operation and condition of 
this industry is essential, if the invest­
ments of depositors are to be safe­
guarded, and efficient management and 
investors’ confidence are to be assured. 
The independent audit report is the 
working tool of management, and cer­
tified financial statements, if published, 
will furnish information about man­
agement which will make its accom­
plishments better understood by the 
investing public.
The publication I have referred to, 
then, is also an important document. 
It is my considered opinion that if ac­
cepted and used by all the parties at 
interest it will in time be found to be 
one of the most important publications 
of the Institute since there was first 
issued in 1917, and since revised in 1929 
and 1936, the one entitled Examina­
tion of Financial Statements.
The first tentative draft of the pro­
gram of audit contained in the pam­
phlet was discussed and approved at a 
meeting held in Philadelphia, Pa., on 
April 28, 1939. Among those in attend­
ance at the Philadelphia meeting who 
are also scheduled to speak at this 
round-table session were Verne C. Bone­
steel, C. J. Burns, and the speaker. 
George P. Ellis was chairman of the 
Institute’s advisory committee appointed 
to cooperate with the special committee 
on savings-and-loan accounts in making 
changes in the program. Abraham H. 
Puder is a member of the special com­
mittee. Therefore, we who have been 
invited to participate in this round- 
table discussion, and give our views on 
this subject today, have each had a 
part in the preparation of the pamphlet. 
Consequently we are familiar with the 
problem which made it necessary to 
formulate the audit program for savings- 
and-loan associations. We hope the work 
which has been accomplished will go a 
long way toward solving that problem.
May I also remind you that during 
the fifty-first annual meeting of the 
Institute at Cincinnati, Ohio, in 1938, 
there was a round-table session on this 
subject. Frank S. Glendening, then 
chairman of the Institute’s special com­
mittee on savings-and-loan accounts 
was the leader. John W. Ballard, then 
chief examiner of the Federal Home 
Loan Bank Board, George L. Bliss, 
chairman, accounting division, United 
States Savings and Loan League, and 
your speaker presented papers and 
entered into the discussion that fol­
lowed.
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Besides the meetings, conferences, 
and round-table sessions I have referred 
to, the several tentative and final drafts 
of the audit program, and the problem 
in relation thereto, were discussed and 
acted upon by committees of the Insti­
tute, the United States Savings and 
Loan League, and officials of the Federal 
Home Loan Bank Board over a period 
of time beginning in January, 1938. The 
Institute’s pamphlet on audit of sav- 
ings-and-loan associations is not, then, 
a hastily drawn document, but its 
contents have a background based upon 
intelligent discussion and the consid­
ered judgment of competent men well 
informed upon the specific problem with 
which we are concerned.
At the Chicago conference in Jan­
uary, 1940, the program of audit (I 
quote from a resolution adopted at that 
conference) “was unanimously approved 
as providing a proper and adequate 
procedure for the independent audit of 
savings-and-loan associations and, as 
such, acceptable as meeting the require­
ments and needs of the investing public, 
the management of such institutions, 
and supervisory authorities.” Because 
of the weight of authority behind the 
adoption of this resolution, it appears 
that the statements it contains should 
be taken at face value.
It is right and proper that the federal 
agency concerned should have access to 
the books and records of the building- 
and-loan associations whose deposits it 
guarantees up to $5,000. Also that it 
should make an “examination” or sur­
vey for the purpose of verifying the 
status of collateral behind the loans 
made, etc. No one will question the fact, 
however, that it is in the public interest 
that impartial audits of the affairs of 
such associations be made by reputable 
certified public accountants.
It is obvious that the cost of federal 
and state supervisory examinations, 
as well as of independent audits, has to 
be controlled and kept in proper rela­
tion to gross operating income. Exper­
ience indicates that if adequate inde­
pendent audits are to be made, the 
scope of federal “supervisory examina­
tions” will have to be curtailed. We 
have seen that representatives of the 
building-and-loan industry, of the fed­
eral agency, and of the accounting 
profession have stated that the audit 
program is a proper and adequate pro­
cedure, and acceptable as meeting their 
requirements and needs as well as those 
of the investing public. It seems to fol­
low as a logical consequence, then, that 
independent audits made in accordance 
with the program by reputable certified 
public accountants should obviate the 
necessity for other than routine and 
inexpensive examinations by supervis­
ory authorities.
The representatives of the interested 
groups have harmoniously worked to­
gether over a period of months, and 
have accomplished something, I be­
lieve, that is in the public interest and 
their own. Besides, there has developed 
a mutual understanding of the prob­
lems of each related to the problem as a 
whole. I anticipate that the continued 
cooperation and understanding between 
all groups will make it possible to use 
the program as a guide for making inde­
pendent audits which will adequately 
inform management, supervisory au­
thorities, and the investing public as 
to the financial and operating status of 
individual institutions. The independ­
ent and impartial audit therefore should, 
from now on, assume increasing prestige 
and importance in the financial affairs 
of building-and-loan institutions.
I believe it is incumbent upon the 
representatives of all groups responsible 
for what has been accomplished to 
educate the individual members of 
their groups to the need for using, and 
in the proper use of, the medium 
provided.
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By Verne c. Bonesteel, Washington, d. c.
Chief Examiner of Federal Home Loan Bank Board
S
pecialization or departmentaliza­
tion in all fields of endeavor has 
been going on for many years. It 
is often said that the aim of experts or 
specialists seems to be to know more and 
more about less and less. Although the 
work of a savings-and-loan examiner re­
quires broad knowledge of accounting 
and auditing, of business and real-estate 
law, of corporation finance and econom­
ics, and of credits and human nature, it 
is at the same time an extremely special­
ized field. Having to do with only one 
type of institution, the work of the 
federal or state examiner is less diversi­
fied than that of virtually all certified 
public accountants.
There are both advantages and dis­
advantages to specialization. Possibly 
the examiner, who examines and audits 
savings-and-loan associations only, can 
offer something of value from his train­
ing and experience to the public account­
ant. I am sure the public accountant, 
with his more diversified experience in 
accounting and auditing in general, can 
contribute much to the examiner. Too 
little attention has been given to co­
ordination of supervisory examinations 
and independent audits. I am therefore 
grateful for this opportunity to exchange 
views.
I shall try to remember that my re­
marks are being made to professional 
and experienced auditors. I shall there­
fore not attempt to discuss principles of 
good auditing, except to indicate our 
procedure in examinations as distin­
guished from audits, and to make some 
references to your program for audits of 
savings-and-loan associations and what 
we consider the minimum requirements 
of an audit.
Since the independent auditor is em­
ployed by owners or managers while the 
examiner is employed by federal or state 
governmental agencies, we do not regard 
you as competitors. Frankly, we have 
no preference as to whether we conduct 
the audit or whether an independent 
auditor does, provided the independent 
audit is of such quality and scope as to 
comply with the minimum require­
ments laid down by the board of trus­
tees of the Federal Savings and Loan 
Insurance Corporation.
If the opinion has developed in some 
quarters that we are competing with 
the accounting profession, I wonder if 
such an opinion is not an outgrowth of a 
forgetfulness in such quarters of the re­
sponsibilities of supervisory officials. 
It is generally understood that state 
banking departments and the Comp­
troller of the Currency, as well as the 
Federal Deposit Insurance Corporation 
which is insuring the deposits, have a 
great responsibility to the public—the 
depositors in banks. It should also be 
realized that state supervisors and the 
Federal Home Loan Bank Board, as 
well as the Federal Savings and Loan 
Insurance Corporation which is insuring 
the accounts, have a similar responsi­
bility to the public—the investors in 
savings-and-loan associations. Because 
we must make regular supervisory ex­
aminations, we have work to do with­
out attempting to compete with you for 
audits of all associations which we must 
examine annually.
Applications of associations for in­
surance of accounts contain an agree­
ment that if the insurance is granted, 
the applicant will permit and pay the 
cost of such examinations as in the judg­
ment of the Insurance Corporation may 
be necessary. The rules and regulations 
for insurance of accounts provide that 
if an association is not audited at least 
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once each year in a manner and by 
auditors satisfactory to the Corporation, 
the annual supervisory examination “by 
the Corporation shall include a com­
plete audit.” You and I might raise cer­
tain questions regarding the words “a 
complete audit” and yet it is clear that 
their use was to distinguish between an 
examination and an audit.
The public accountant has shown 
some preference for the word “exam­
ined” rather than “audited,” for the 
very reason that he may not like to use 
the words “a complete audit.” An audit 
usually implies what is generally under­
stood as a detailed audit as distinguished 
from a balance-sheet audit. The use of 
either the word “examined” or “au­
dited” calls for some explanation of the 
work done. I shall emphasize this later 
in my remarks.
In the periodical investigations of 
financial institutions by supervisory 
authorities, however, the distinction be­
tween examinations and audits has been 
more definite. This distinction has long 
been accepted by supervisory authori­
ties and management, if not by the ac­
counting profession. To clarify this 
statement, I refer to the examination of 
banks by the Comptroller of the Cur­
rency. In his book, Romance and Tragedy 
of Banking, published eighteen years 
ago, Thomas P. Kane, who was Deputy 
Comptroller of the Currency for about 
twenty-five years, said, “When an 
examiner satisfies himself that . . . the 
assets are equal in value to the amount 
called for by the books, he is bound to 
assume that the original individual en­
tries which go to make up the grand 
total are correct, and he cannot know 
otherwise except by a complete audit 
of the books unless errors or false en­
tries are discovered by accident or 
otherwise.
“There is only one way of determin­
ing the accuracy of an individual ledger 
or certificate of deposit register, and 
that is by calling in and balancing or 
otherwise verifying all of the depositors’ 
passbooks and verifying each indi­
vidual certificate of deposit.
“An audit of a bank calls for the per­
formance of this work and similar de­
tail. An examination does not. In addi­
tion to the periodical examination, 
every bank should be required to have 
an annual audit.”
Normally, an audit of a lending insti­
tution is conducted for three purposes: 
first, to determine by analysis of assets 
and liabilities, lending policies, and 
operations, the actual condition of the 
institution and whether it is being 
operated in accordance with sound 
principles; second, to see whether there 
are violations of charter, by-laws, 
statutes, or rules and regulations; and 
third, to see whether all transactions 
have been properly recorded. These are 
the purposes of an independent audit 
whenever the auditor is employed with 
that understanding. However, in the 
savings-and-loan business, which is 
examined and supervised by federal or 
state authorities, a division of purpose 
or at least a division of emphasis has 
naturally developed.
Supervisory examinations of savings­
and-loan associations are made princi­
pally for the first and second reasons,— 
that is, to ascertain whether the asso­
ciation is being operated soundly and is 
following the laws and regulations,— 
while audits are conducted principally 
for the third reason,—that is, to see 
whether accounts are accurate, whether 
there are technical errors such as in­
accurate computations and posting to 
the wrong accounts, and errors of prin­
ciple such as confusion between capital 
accounts and profit-and-loss items or 
failure to discriminate between apparent 
and real profits. It would be wholly 
theoretical, however, to say that there 
can be this complete separation, for 
there must be some overlapping in ex­
aminations and audits when conducted 
separately.
If supervisory officials are to point 
out weaknesses in an institution, the 
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examination report must contain sum­
maries, comparisons, and certain sup­
porting schedules. Such analyses are 
considered essential in a supervisory 
examination, and the examination report 
form is set up on that basis. In other 
words, the form of the examination re­
port has been determined by supervi­
sory authorities in collaboration with 
examining authorities and with certain 
suggestions from representatives of 
management, while the form of an 
audit report is determined by the ac­
counting profession.
An examination must include what is 
usually referred to as a balance-sheet 
audit—a proving of the subsidiary ac­
counts with the controlling accounts, 
and a sufficient review of the income 
and expense accounts to distinguish 
operating and nonoperating items and 
to see that reserve allocations are proper. 
This, however, does not mean any de­
tailed analysis or verification of receipts 
and disbursements or income and ex­
penses.
In an independent audit, some of the 
work done in an examination must be 
duplicated. However, this overlapping 
is not so serious when one considers that 
often the examination and the inde­
pendent audit do not cover the same 
period. The Board’s examiners cannot 
reduce procedures or omit information 
required by supervisory officials. There­
fore, if the independent auditor makes 
merely a balance-sheet audit without 
verification by direct correspondence, 
everything he does is duplicated in the 
minimum examination procedure. The 
independent auditor, however, may re­
duce duplication by omitting procedures 
which are solely for the purpose of 
testing compliance with statutes, regu­
lations, charter, and by-laws. This 
approach points the scope of the audit 
largely to testing the integrity of the 
accounts.
To summarize, then, I might say that 
the supervisory examination is for the 
purpose of observing the financial condi­
tion and testing compliance with laws, 
regulations, and recognized principles 
of sound savings-and-loan operation; 
and, in an examination only, the integ­
rity of the accounts is to some extent 
accepted, since the examiner depends 
upon the auditor for adequate test 
checks and proofs.
Let me give you a few illustrations to 
emphasize the difference between an 
examination and an examination-audit 
as we use the terms.
In connection with first-mortgage 
loans, the examination, of course, would 
have to include the running of tapes 
and comparison with the controlling ac­
count. The audit, while it includes this 
proof, also includes a test check of the 
cash record against the postings to the 
general ledger account and the subsidi­
ary loan accounts and verification of at 
least ten per cent of the accounts by 
direct correspondence.
In the inspection of mortgage-loan 
files, when the first examination is made 
after insurance of accounts, all docu­
ments are inspected, except that in the 
examination of a state chartered asso­
ciation when the state examiners have 
adequately inspected documents in pre­
vious examinations, only ten per cent of 
the old document files are reviewed. In 
subsequent examinations, documents 
on loans made since the previous exam­
ination, and, if there has not been an 
independent audit, at least ten per cent 
of the documents in connection with old 
loans, are inspected. However, in an au­
dit, although we do not inspect the docu­
ment files in their entirety, we make 
certain that all notes and mortgages or 
trust deeds are in the files or accounted 
for.
In connection with share loans, we 
run a tape in an examination to make 
certain that the subsidiary accounts 
are in balance with the general ledger 
control. We inspect the documents to 
determine that the notes are properly 
executed and that the collateral has 
been assigned. Signatures are compared 
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with those on signature cards. We de­
termine whether the loans are within 
the legal or charter limitations and 
whether they were properly authorized. 
In an audit, the procedure and the 
comments should also embrace the fol­
lowing: a test-check of the cash book 
records against the subsidiary loan ac­
counts and the general ledger; a test­
check of the computation of interest; 
and a report of requests for direct mail 
verifications.
With reference to real estate owned, 
all real estate is scheduled in the first 
supervisory examination after insur­
ance of accounts, unless the eligibility 
examination report contains a complete 
schedule. If the previous report does 
contain such a schedule, only real es­
tate acquired since that examination is 
scheduled. On each successive examina­
tion we schedule only the real estate 
acquired since the previous examina­
tion and make a summary of the 
changes. If, however, the real estate 
owned is a serious problem in the asso­
ciation, we increase the amount of in­
formation submitted in order that the 
supervisory authorities may make a 
closer analysis of the problem, program, 
and trends.
In an audit, we also check in detail 
all real-estate income and disburse­
ments for one month. We check postings 
from the cash book to the general and 
subsidiary ledgers. We check income 
against the original rental records, and 
vouchers against the disbursement en­
tries in the cash book and also make cer­
tain that disbursements are properly 
supported. We check in detail commis­
sions paid on sales of real estate. We 
verify by direct correspondence with 
tenants the rentals received from at 
least ten per cent of the rentable units 
owned by the association.
I believe these few examples point 
out most of the differences as we see 
them between a supervisory examina­
tion and an audit. I should like now to 
refer to the bulletin recently published 
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by the American Institute of Account­
ants entitled Audit of Savings and Loan 
Associations by Independent Certified 
Public Accountants.
Your committee is entitled to a great 
deal of credit for this important con­
tribution. We had an opportunity to 
confer with the committee on two occa­
sions. In our effort to make the program 
acceptable, we went so far that in 
general it might be said that in some 
respects the program exceeds the mini­
mum requirements.
The following minimum requirements 
for the independent audit of a savings- 
and-loan association have been ap­
proved by the Federal Home Loan 
Bank Board and the board of trustees of 
the Federal Savings and Loan Insur­
ance Corporation:
1. The audit should be made by a quali­
fied accountant.
2. The scope of the audit should in­
clude:
a. Verification of assets
b. Determination of the extent of 
the liabilities
c. Verification of income accounts
d. Verification that expenses and 
disbursements are proper
e. Satisfactory audit of investors’ 
accounts by direct correspond­
ence (at least ten per cent in num­
ber, the total of which shall be not 
less than ten per cent of the ag­
gregate dollar amount of all in­
vestors’ accounts), exceptions, if 
any, being reported
f. Satisfactory audit of borrowers’ 
accounts by direct correspond­
ence (at least 10 per cent in num­
ber, the total of which shall be not 
less than ten per cent of the ag­
gregate dollar amount of all bor­
rowers’ accounts), exceptions, if 
any, being reported
g. Verification of compliance with 
reserve requirements under sec­
tion 301.12 of the rules and regu­
lations for insurance of accounts, 
and, if a federal savings-and-loan 
association, with charter require­
ments
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3. The audit should contain a certifi­
cate by the accountant that in his 
opinion the statements contained in 
the report are correct.
In addition to these requirements, 
we strongly recommend that the inde­
pendent auditor try to maintain the 
element of surprise which we think is ex­
tremely important in the starting of an 
examination or an audit. I know that 
you have a problem which supervisory 
examiners do not have. The manager 
will sometimes ask you to start on a 
certain date or he will inquire about 
when you plan to appear. If the man­
agement and the association’s employ­
ees know when an auditor is going to 
start his work, some of the value of the 
audit is lost.
Section 3 of your bulletin states that 
the certified public accountant is not 
relieved by examinations by federal or 
state examiners “from carrying out his 
regular program, although the reports 
rendered by supervisory authorities 
may be of value to him.” I do not disa­
gree with what I believe is the intent of 
that statement. However, as you know, 
there are procedures which cannot be 
omitted in any supervisory examination. 
If technical procedures pertaining merely 
to the rules and regulations are unneces­
sarily repeated in an independent audit, 
the association will have just cause to 
complain of the expense. I refer to such 
matters as percentage of loans to ap­
praisals; whether requirements have 
been met regarding loans, if any, 
beyond fifty miles from the principal 
office; and whether straight loans, 
those which exceed $20,000, and those 
on other improved properties total 
more than fifteen per cent of assets.
The bulletin under the caption “Mort­
gage Loans” says, “It is preferable to 
confirm mortgage Ioans outstanding 
and arrearages thereon directly with the 
mortgagors. If this cannot be done, a 
qualification to that effect should be 
included in the accountant’s report.” 
The auditor’s report certainly should 
contain comments regarding direct 
verifications or any failure to obtain 
them; but please remember that in an 
audit of an insured institution a mini­
mum verification of ten per cent is re­
quired. The same applies to share loans 
and other loans and to share accounts.
The auditor’s report should be suffi­
ciently definite to show the scope of the 
work, as is well explained in the last 
section of the Bulletin. It is simply im­
possible from some of the certificates or 
comments for us even to guess what 
was done. It is probably unnecessary 
to mention to public accountants the 
importance of retaining and filing work­
ing papers; yet I do so in passing because 
reference to working papers may some 
time be necessary should there be any 
specific questions of whether the mini­
mum requirements of an audit have 
been met.
The audit of savings-and-loan associ­
ations is complicated by the fact that 
there is great variety in accounting 
practices. Toward greater uniformity, 
the accounting division of the United 
States Savings and Loan League, the 
American Savings and Loan Institute, 
state supervisors, representatives of the 
Federal Home Loan Bank Board, and 
some of the outstanding men in the 
American Institute of Accountants, 
have endeavored to cooperate. The 
value of uniformity in accounting is not 
confined to similarity in forms and 
procedures, but it is also an important 
factor in obtaining uniformity in oper­
ating policies. Although considerable 
progress has been made in recent years, 
only about thirty-six per cent of the 
state chartered insured institutions have 
adopted the standard accounting sys­
tem worked out by representatives of 
these organizations. Since 98 per cent 
of the 1,430 federal associations use the 
recommended standard form, this means 
that 1,690 or about seventy-five per 
cent of the 2,260 insured institutions 
have adopted it. But you will find a 
great variety of systems in the remain­
177
Extensions of Auditing Procedure
ing 570 insured institutions and in the 
uninsured institutions.
A large number of associations are 
using window posting machines. There 
are some advantages to the association 
in using posting machines; by their use 
records are made clearer and there is 
less probability of discrepancy between 
members’ passbooks and the associa­
tion’s subsidiary records. On the other 
hand, the window posting machine 
violates a fundamental principle of 
internal check; namely, that an em­
ployee in charge of cash receipts and 
disbursements should not have control 
over customers’ ledgers. To offset this 
situation, various methods of internal 
control have been developed, and the 
scope of the audit must be determined 
to some degree by the effectiveness of an 
association’s internal check.
We consider the internal control sat­
isfactory when the machine is kept 
locked and under the control of an in­
ternal auditor who is a responsible per­
son other than the one who operates 
the machine, and when sufficient details 
are recorded on the audit tape and daily 
proof sheet to permit of verifying all 
entries at some subsequent time.
Even when we find satisfactory in­
ternal control, we cannot omit certain 
audit procedures or verification of 
accounts by direct correspondence, be­
cause :
1. Use of the machine does not elimi­
nate the possibility of establishing 
dummy accounts.
2. There may be improper withdrawals 
from share accounts, especially from 
inactive accounts.
3. An investment share certificate may 
still be issued for the full amount of 
an investment, but through the use 
of an incorrect ticket and ledger card 
the cash may be entered for a smaller 
amount.
4. Mail payments sent in without pass­
books may be manipulated.
5. There are numerous cash transac­
tions wherein the person making the 
payment does not have a passbook 
which is posted simultaneously with 
the association’s ledger card, such as 
rents, loans in process, real estate 
sales, and miscellaneous accounts 
receivable and payable.
6. Adequate control over the machine 
does not eliminate the necessity of 
checking the charging and collection 
of interest or errors in dividend com­
putations.
I hope this partial list of errors which 
might occur does not imply that we 
look with disfavor on the use of window 
posting machines. I merely mention 
these possible errors because some man­
agers will tell you that most of the audit 
procedures may be omitted when they 
use a machine.
We recommend that the auditor care­
fully analyze the phases of the work 
handled through the machine and con­
sider the methods of internal control. 
He can then determine the scope of his 
audit; but he should in no event omit 
the direct-mail verifications required in 
the minimum program.
We have endeavored in the examin­
ing division of the Federal Home Loan 
Bank Board to build high standards. 
We believe that the examination reports 
are of real value, not only to the super­
vising authorities, but to the associa­
tions themselves. Through the twelve 
district examiners we keep in close 
touch with the entire staff and try to 
encourage improvement and to recog­
nize ability. Most of our men are started 
as junior or assistant examiners and, 
within the limitation of our maintain­
ing a staff balanced as between seniors 
and assistants, are promoted as they 
obtain more experience and efficiency. 
We have constantly stressed quality of 
work.
The audit of savings-and-loan associa­
tions is a field for which an accounting 
firm, if it is large enough, might develop 
specialists. Although it has been neces­
sary to define the minimum require­
ments of an independent audit, we have 
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no thought of attempting to limit the 
scope of your work. There is much 
that an experienced public accountant 
can do to depict trends and to improve 
systems. It is up to you to sell associa­
tions the idea that your service would 
have a value in excess of the cost.
We are confident that in whatever 
ways it can be done, the American 
Institute of Accountants will promote 
and maintain among public accountants 
interested in the field of auditing sav­
ings-and-loan associations, those stand­
ards which are constantly our goal.
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Savings and Loan Management Asks 
"Why an Audit?”
By C. J. Burns, Chicago
Manager of the accounting division, American Savings and 
Loan Institute
E
very member of the accounting 
profession can immediately con­
jure up a hundred and one 
answers to the bold question, “Why an 
audit of a savings-and-loan associa­
tion?” but the managers of these asso­
ciations are not putting the question 
in so blank a form, and thus it is far 
more difficult to answer.
While in a few instances those who 
raise this question are unfamiliar with 
the purpose of an audit, in the main, 
savings-and-loan association manage­
ment is audit conscious. To realize this 
all we have to do is review the history of 
these institutions. Almost from their 
inception, even before they were brought 
under statutory regulation, they have 
provided in their by-laws for an audit­
ing committee whose function it was to 
make an audit of the records of the sec­
retary and treasurer of the association.
Judge Seymour Dexter, one of the 
first authors on the subject of savings 
and loans, in his treatise published in 
1889, in explaining how to organize an 
association similar to those operating 
under the New York act of 1851, 
specifically provides for an auditing 
committee appointed by the president 
from the stockholders who are not 
officers in the association, the com­
mittee’s duty being to examine the 
books of account of the treasurer and 
the secretary.
A review of the by-laws of the 
Guardian Cooperative Bank of Boston, 
Massachusetts, one of the pioneer asso­
ciations in the State of Massachusetts, 
reveals a by-law provision as follows: 
“Auditors—There shall be three audi­
tors elected annually at the annual 
meeting, to serve one year. Their duties 
shall be to examine and audit the books, 
accounts and vouchers of the secretary 
and treasurer, and certify as to the cor­
rectness of same at or before the annual 
meeting next following their election. 
They shall have the power to make 
partial or special reports at any regular 
monthly meeting. Vacancies occurring 
from any cause shall be filled for the 
unexpired term by the board of direc­
tors. No person shall serve as an auditor 
and director at the same time. The 
directors shall appoint auditors to 
serve until the first annual meeting.”
An interesting by-law provision for 
an auditing committee is that of the 
Peoples Building and Loan Association 
of the Town of Harrison, Harrison, New 
Jersey, an association organized in 1873.
“Auditors—The auditors shall be 
elected by the stockholders at the 
annual meeting of the association. Im­
mediately after the first election they 
shall meet and draw lots for their 
terms of office, viz., for one, two and 
three years, repectively. The one draw­
ing for one year shall have his place 
supplied at the next annual election; 
the one drawing for two years shall 
have his place supplied at the second 
annual election; and the one drawing for 
three years shall have his place supplied 
at the third annual election. At each 
succeeding annual election auditors 
shall be chosen by the stockholders to 
supply the places of those whose terms 
expire, or of a vacancy in an unexpired 
term.
“Their duty shall be to settle and 
adjust the accounts of the association 
prior to the annual meeting, and to 
report to the stockholders with a faith­
ful and ample exhibit of the financial 
affairs of the association, the state of 
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the treasury and the value of the shares; 
which exhibit they shall have printed 
at the expense of the association.
“In the event of their neglect or 
refusal to furnish to the stockholders at 
their annual meeting a detailed exhibit 
of the finances, as hereinbefore provided, 
they shall be fined five dollars each.
“They shall have power at any time 
to inspect the accounts of the treasurer 
and secretary, and upon five days’ due 
notice call a meeting of the stockholders.
“They shall have power to fill any 
vacancy that may occur in their 
number, until the next annual election; 
but in the event of their inability to 
agree upon a choice, the vacancy shall 
be filled by the board of directors.
“They shall superintend all elections 
but theirs (which shall be conducted 
by a committee from the board of 
directors). ”
Similar provisions will be found in the 
by-laws of most of the pioneer associa­
tions. There is one interesting feature,— 
that of stipulating that the auditors 
shall be other than those acting as offi­
cers or directors. This is evidence that 
the two positions were recognized as 
being incompatible—that the duty of 
the auditors was to examine the records 
and the acts of those who administered 
the affairs of the business.
This recognition of the necessity for 
an audit or examination of the associa­
tion’s records on the part of the organ­
izers and operators of these institutions 
was again given force and effect when 
these men proposed regulatory statutes 
to their various state legislators and 
sought governmental supervision of 
their operations, for in almost every in­
stance some requirement for audit or 
examination was written into the stat­
ute. The development was somewhat 
evolutionary, passing through various 
stages such as: first, audits by commit­
tees constituted of qualified members; 
second, reports to state officials; third, 
permissive examination by state offi­
cials; and, finally, compulsory periodic 
examinations by state officials.
Typical of this evolution are the 
changes that took place in the State of 
New York, the first state to set up any 
semblance of supervision. New York 
passed its first statute pertaining to 
savings and loan in the year 1851. This 
act permitted the creation of these co­
operative institutions as corporate bod­
ies and established general rules for 
their operation, making no provision 
for an audit or examination, but requir­
ing that a statement of the financial 
condition of the association be pub­
lished.
In 1871 the original act of 1851 was 
amended, setting up the requirement 
for submitting a full report of the affairs 
and condition of the association in 
writing to the superintendent of bank­
ing. In 1878, statutory provision was 
made whereby the stockholders of the 
association could request that a per­
sonal examination be made by the 
superintendent.
In 1887, the savings-and-loan statutes 
of New York State were entirely re­
written including a definite provision 
for examination of the associations by 
the superintendent of banking upon 
application of three or more members of 
an association. In 1892, annual exami­
nation of the associations by the super­
intendent of banks became compulsory.
Supervision and examination devel­
oped rapidly in other states in the years 
immediately preceding the turn of the 
century and this development has con­
tinued until now some semblance of ex­
amination and supervision exists in 
every state in the Union except one, 
Maryland. Now definite attempts are 
being made to secure legislation in that 
state which will establish supervision 
and examination.
Some of the states are still in the evo­
lutionary stage as far as the examining 
procedure is concerned, although most 
have adopted in whole or in part the 
examination report forms developed by 
the supervisors’ and accounting divi­
sions of the United States Savings and 
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Loan League and the examining divi­
sion of the Federal Home Loan Bank 
Board, thus establishing some uniform­
ity in examining procedure.
When we bear in mind the evolution 
of the examination procedure and con­
sider that it is, in reality, an outgrowth 
of the audit committee, we can readily 
realize why the examining procedure 
that has become an established routine 
so closely parallels audit procedure. 
This was a logical development for 
those who were seeking supervision and 
examinations of the associations and, in 
turn, played a major part in the design­
ing of the examination function, very 
apparently had in mind a transfer of the 
duties of the audit committee to the 
examiner who had the police power to 
enforce his recommendations and prose­
cute his findings.
A number of the states make no re­
quirement for or reference to an audit 
while others either require an audit or 
recognize an audit as part of the super­
visory procedure. In the State of Illinois 
the secretary of every association is 
required by law to file with the auditor 
of public accounts, within sixty days 
after the close of its fiscal year, a de­
tailed financial statement. This state­
ment must be sworn to by the secretary 
and must be certified to by either a 
committee of three or more members, 
not officers of the association, or by a 
public accountant appointed by the 
board of directors.
Section 403 of the banking law of the 
State of New York requires that be­
tween March 1 and September 1, 1940, 
a committee of not less than three di­
rectors examine fully the records and 
affairs of the association for the purpose 
of determining its true financial condi­
tion. No director who is a salaried officer 
or employee of the association may serve 
as a member of such committee. The 
directors are permitted in their discre­
tion to employ such assistance as they 
deem necessary in making the examina­
tion. This provision enables the engage­
ment of outside auditors or accountants 
to do the actual work.
The Louisiana statutes provide that 
semiannually the association shall file 
with the state banking commissioner a 
detailed report of its business which re­
port shall be sworn to by the secretary 
and auditor or the members of the 
auditing committee.
The Federal Home Loan Bank Board 
by regulation sets up the requirement 
for an audit of federal associations as 
follows: “If a federal association is not 
audited at least once each year in a 
manner and by auditors satisfactory to 
the board, the examination of such 
federal association shall include an 
audit.”
The Federal Savings and Loan Insur­
ance Corporation by regulation sets up 
the requirement for an audit of insured 
associations as follows: “If an associa­
tion is not audited at least once each 
year in such manner and by auditors 
satisfactory to the corporation, the 
examination of such institution by the 
corporation shall include a complete 
audit thereof.”
In these states1 and the federal 
structure you will observe that the 
audit is mandatory and in addition to 
the examination by supervisory au­
thority.
In the State of Ohio the superintend­
ent of banking has the option of de­
manding at any time, not more often 
than once each year, that the accounts 
of an association be audited by a quali­
fied accountant or accountants not 
otherwise employed by the association, 
the expense of such audit to be borne 
by the association.
The Iowa statute is rather unique in 
that it places with the association the 
option of either having an examination 
by the state supervisor or instead an 
audit by a licensed accountant.
1 This discussion does not attempt to cover 
the procedures in all states. A review of the 
statutes of each state will disclose the statutory 
requirement, if any, for an audit.
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In many states there are no statutory 
requirements for audits, yet we find 
many associations in those states that 
have their accounts audited by public 
accountants.
In those states where an audit of the 
association’s books is required by stat­
ute and in the case of all other state- 
chartered insured and federally char­
tered associations where an audit is 
required by regulation, the management 
is definitely audit conscious. To some it 
is an enforced burden of expense that 
they must bear while others take a 
broader viewpoint, indicating that they 
sense in the audit made by outside 
auditors separate from the examination, 
benefits or protection which isn’t ob­
tained through the examination con­
ducted by supervisory authority.
The question, “Why an audit?” is 
probably raised most often in cases 
where the audit is compulsory, and 
there is no doubt some real justification 
for the question, especially when we 
consider the increased burden of ex­
pense that is involved. Just the other 
day, as a reaction to the League’s mail­
ing of the booklet, “Audit of Savings 
and Loan Associations,” we received a 
letter from one of our members which is 
representative of the attitude of a num­
ber of association managers. You’ll be 
interested in it.
“The letter by the president of 
August 13, 1940, together with the 
pamphlet, ‘Audit of Savings and Loan 
Associations by Independent Certified 
Public Accountants ’ is at hand. I think 
your book is very well written with 
reference to such audit. However, there 
is some question in my mind as to the 
advisability of expending depositors’ 
funds for the purpose where an adequate 
annual audit is made by the supervisory 
authority.
“ I know that my opinion is distinctly 
in the negative where the personnel of 
the bank has been properly chosen and 
there is no known irregularity which 
makes it necessary for the bank as such 
to proceed on the bond by necessity.
“Certified public accountants’ work 
is, in my opinion, of questionable value 
in institutions of our kind, but there 
does seem to be a very definite drive 
on the part of accountant associations 
to intrude themselves on the scene as 
an independent accountant or at time 
of verification of passbooks which ap­
pears periodically. I think that we 
should not lose sight of the fact that 
they are seeking employment and 
usually at a much higher rate of pay 
than the banks would even consider 
paying to the junior executives and 
employees and in many instances at a 
higher rate than their highest paid 
executive.
“Personally, I feel that if money is 
to be spent it would be more advisable 
to increase the payroll of our institu­
tions rather than to hire more expert 
accountants.”
And here is our reply:
“The distribution by the League of 
the pamphlet ‘Audit of Savings and 
Loan Associations by Independent Cer­
tified Public Accountants’ was not an 
attempt to urge the associations to 
employ certified public accountants 
but rather an endeavor to serve the 
many hundreds of associations which 
do deem it advisable to have audits by 
public accountants, by making avail­
able to them a standardized procedure 
which will in time, we hope, be accepted 
by the supervisory authorities, instead 
of part of the work that is now being 
done in the examination.
“This is one of several phases of 
standard procedure that has been 
developed by the accounting division 
of the League in cooperation with the 
state supervisors’ division and the 
Federal Home Loan Bank Board au­
thorities, all of which point to a more 
unified accounting procedure in our in­
stitutions.
“Many of our associations feel that 
the audit and the examination serve 
two distinct purposes and are made for 
two separate bodies. The examination 
by supervisory authority is for the 
benefit of the public and is a review of 
the operations of the association with 
the purpose in mind of proving com-
183
of Auditing ProcedureExtensions
pliance with statutory regulations and 
the solvency or insolvency of the busi­
ness. The audit is made for the benefit 
of the management and directors of the 
association, with the object of proving 
the existence of the assets and liabilities 
and the proper recording of all transac­
tions involved in the handling of these 
items. In most cases the auditors are 
employed by the directors and are 
directly responsible to the directors, 
reporting to them on the conduct of 
the affairs of the association by those 
whom the directors have selected to 
operate the organization.”
In quoting our reply there has been 
revealed to you some of what is to 
follow regarding the differentiation be­
tween an audit and an examination. 
However, for the moment, let’s look at 
the cost angle as raised in this letter.
The basis of charging for the exami­
nations of the supervisory authorities 
varies materially, ranging from exami­
nations that are made at the expense of 
the state with no cost to the association, 
through the categories of a flat annual 
license fee which includes examination, 
graduate scales of percentages to assets, 
and varying per diem schedules, the 
highest of which is, I believe, the $25 
per day plus railroad expenses charged 
by the state of Illinois, with several other 
states and the federal structure fol­
lowing close on its heels, the federal 
charge being $22.50 a day for the senior 
examiner and $18 a day for juniors.
From recent figures compiled by the 
examining division of the Federal 
Home Loan Bank Board we learn that 
the average cost of examination of fed­
eral associations by the federal exam­
iners, for each one thousand dollars of 
assets, ranges from 30 cents for associa­
tions in the $500,000 to $1,000,000 
group, to 14 cents for associations in the 
five to ten million group. What do these 
average figures represent in cold dollars 
and cents? Let’s take an association 
having $750,000 in assets. On the av­
erage, it can expect an annual cost of 
$225 for the examination alone, to say 
nothing of the audit expense, while a 
$5,000,000 association can anticipate 
an annual cost of $700. Bear in mind 
that these are averages and the average 
figure may be higher or lower in the 
individual association, depending upon 
conditions.
The management of the industry is 
viewing with alarm this ever-mounting, 
enforced burden of audit and examina­
tion expense and asks, “Why incur the 
expense of an audit when the public 
has its protection through the examina­
tion?”
Not only does the cost item loom 
large in the minds of the association 
management but the disturbance of the 
records and disruption of the general 
office routine are major factors. When 
the audit is made at a different time 
than the examination, it means two 
periods of more or less confusion in the 
association. Can you blame the asso­
ciation manager for trying to reduce 
this by having the audit and examina­
tion made by the same persons, which 
is possible under the federal structure? 
At least one period of confusion is 
eliminated and, from the figures which 
have been compiled, I believe some real 
dollars-and-cents savings have been 
made.
Probably the association which feels 
the pressure of these compulsory ex­
aminations most is the state-chartered 
insured. In many instances this type 
of association is subjected to two sepa­
rate examinations, one by the federal 
authorities and one by the state, and 
then in addition an audit by qualified 
accountants,—three periods of confu­
sion, three items of expense, and often 
each duplicates the work of the others. 
There has been an attempt to alleviate 
some of this by arranging joint state 
and federal examinations and in a 
number of instances these joint efforts 
have proved beneficial, not so much in 
reducing the costs but in eliminating 
the confusion. There is room for 
marked improvement in this procedure. 
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Our hope is that in time the two super­
visory authorities can reach agree­
ment by which the examination of one 
supervisory authority will be accepted 
by the other.
This doesn’t take care of the situation 
when there is objection to the duplica­
tion of expense and effort that exists in 
the audit and examination procedure. 
The drafting of the specification for an 
audit of a savings-and-loan association 
was the first step toward a probable 
solution. We hope that the supervisory 
authorities will eventually agree to ac­
ceptance of the audit report which has 
been made by a qualified accountant 
instead of much of the work that is now 
being done at the time of making the 
examination.
Statutory amendments are now being 
considered by the Congress which, if 
enacted, would permit the federal au­
thorities to accept in whole or in part, 
reports of audits made by qualified ac­
countants. As this is only permissive 
legislation and not compulsory, there 
would remain for the accounting profes­
sion the task of convincing the authori­
ties that the work they do and the 
reports they render are acceptable.
Should the change be made in the 
federal statutes, this would then set a 
precedent for similar changes in the 
state statutes, ultimately pointing to 
the time when association management 
has the option of having the work done 
either by the supervisory examiners or 
by a qualified accountant with full 
assurance that there would be no dupli­
cation of expense.
If the foregoing is not possible there 
occurs to me one other approach. It in­
volves a change in procedure on the 
part of both the accountant and the 
examiner. This may appear to the ac­
countant to be an attempt to set up 
a new theory of auditing. It is treading 
on untried ground but I give it to you 
to study over for I do believe it has 
possibilities for solving our problem.
In order to eliminate all possibilities 
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for duplication of effort, we must draw 
a definite line of cleavage as between an 
audit and an examination. To do this 
we must first establish definite pur­
poses for each function, which purposes 
are in no way duplications. The exami­
nation by supervisory authority is for 
the benefit of the public and is a review 
of the operations and condition of the 
association to determine compliance 
with statutory regulations and the sol­
vency or insolvency of the business. 
The audit is made for the benefit of the 
management and directors of the asso­
ciation, with the object of proving the 
existence of the assets and liabilities 
and the proper recording of all trans­
actions in the operation of the business.
If the auditor will keep to his field 
and the examiner to his, and each is 
willing to give up some of his pet pre­
rogatives that have grown out of cus­
tom or procedure, and each recognizes 
and accepts the work of the other, all 
duplication of effort and expense can be 
eliminated and the benefits to the asso­
ciation and the public will multiply.
What is the field of the auditor? 
From the purpose stated heretofore a 
definite field of endeavor can be estab­
lished. The auditor’s efforts should be 
pointed toward verifying the existence 
of the assets and liabilities and the 
proper recording of the transactions 
that occur in the operation of the 
business. He should accept, within 
reason, the values placed on these 
items by the management realizing that 
he is not in a position to evaluate except 
in a limited way.
What is the field of the examiner? 
The examiner’s efforts should be pointed 
toward evaluating the assets and liabili­
ties in order to prove solvency or in­
solvency, and determining statutory 
compliance by reviewing the acts of the 
corporation as reflected in the minutes 
and as shown by the records.
With men skilled in accounting pro­
cedure making the audit, and others 
skilled in valuation making the exami­
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nation, each accepting the findings of 
the others, once the circle is started it 
doesn’t matter which comes first or 
last, the audit or examination.
You may say that there is nothing in 
this procedure that gives consideration 
to default or fraud, but think it over 
again and I am sure you will agree that 
the auditor’s function should bring to 
light defalcations, and the examiner’s 
function uncover fraudulent transac­
tions. It isn’t necessary to say that if 
during the course of either operation the 
examiner or auditor find evidence of 
illegal procedure it should not be 
ignored.
The foregoing division of effort keeps 
the accountant in the field for which he 
is best trained,—his natural field,—but 
I am afraid that it will require a com­
plete change on the part of the examiner.
This is a new approach and there is a 
lot more to it than the brief outline 
given here, but I admonish you not to 
cast it aside as just another hallucina­
tion for there are some sound arguments 
in its favor.
The question has been raised as to 
whether or not the United States League 
and its affiliate, the American Savings 
and Loan Institute, will carry on an 
educational program among the build- 
ing-and-loan associations to acquaint 
them with the approved program of 
audit and the need for engaging inde­
pendent accountants upon an adequate 
fee basis so that they can make their 
examinations under the scope of the 
program.
I might be facetious and counter 
with the question, “Will the American 
Institute of Accountants carry on an 
educational program among its mem­
bers regarding the advisability of in­
vesting in savings-and-loan associa­
tions?” I am not going to do this but 
will give you a direct answer in the 
negative to your question as I under­
stand it. The League is not organized to 
promote the sale of services of others 
to our members and to do so would be a 
violation of the trust that is placed in us. 
The purpose of our organization is to 
foster and promote everything that 
will prove helpful and economical for 
our members. Just so far as a measure 
of benefit can be shown and a true 
economy established,—that will be the 
measure of our efforts toward promotion. 
Our participation in the drafting of the 
audit procedure and distribution of the 
booklet by our president with his per­
sonal recommendation should be suffi­
cient evidence of our interest in the 
matter and our willingness to cooperate.
Now I am going to put a serious ques­
tion to you. Here is an industry, a 
rapidly growing one, requiring an audit 
function which the certified public ac­
countant should be equipped to per­
form. Here is a golden opportunity laid 
in your laps. Have you prepared your­
selves and your staffs to take advantage 
of it? You say you want the work on an 
adequate fee basis, and the association 
naturally wishes to have the job done 
with as little expense as possible. One 
way to benefit yourselves is to study our 
business. You, as principals in your 
audit organizations, should study our 
business as well as require your staff 
members to do so. None of us is so 
learned in our profession that we do not 
need to continue our education.
In every major city you will find a 
chapter of the American Savings and 
Loan Institute. Attendance at the 
chapter classes will more than repay 
you for the time and money spent. 
Although some of the work may seem 
elementary to you, a thorough under­
standing of our business will assist you 
in rendering the utmost in service when 
called upon to audit our associations.
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By Abraham h. puder, Newark
Member of special committee on savings-and-loan accounts, 
American Institute of Accountants
I
T is of great importance to certi­
fied public accountants, from a 
professional as well as a personal 
point of view, to have the scope and 
character of their professional engage­
ments intelligently conceived and thor­
oughly formulated, and to have as a 
basis for audit or examination some 
more or less official outline of generally 
accepted procedure. Losses incurred 
by reason of reliance upon statements 
which are false, misleading, uninforma­
tive, vague, or ambiguous, tend to dis­
credit accountancy as a profession and 
to undermine the confidence of the 
public in the real value of the work of 
accountants, their utterances, and their 
certificates or reports.
Certified public accountants have 
made great progress in gaining recogni­
tion by the public, by clients, and by 
governmental authorities, of the place 
of accountancy in the business and 
social life of the country. But this recog­
nition was not easily achieved. It was 
accomplished by years of ceaseless ef­
fort, training, experience, and education; 
it was nurtured by a confidence born of 
experience and inspired by devotion to 
the ideals of honesty and integrity. 
Recognition has been won, to be sure, 
but with it responsibility has been en­
larged. There is great need today for 
authoritative pronouncements defining 
the duties and responsibilities of ac­
countants, to the end that practitioners 
will be properly disciplined as members 
of the profession, and for future use­
fulness.
It is significant that progress of an 
individual, or a profession, is best meas­
ured in retrospect. It is recognizable 
only in relation to an era or period in 
which less was accomplished. It is, in 
its essence, purely relative. What is 
hailed as progress today is but a step 
onward in the right direction. It is not 
static; rather, it is continual adjustment 
to changing times and needs. It is the 
way of wisdom, therefore, to look back 
occasionally, to recall the abuses and 
ills which the fleeting years had con­
trolled and cured, lest we re-establish 
the old abuses and ills under new names 
and in different forms. A case in point 
is the savings-and-loan business. Let 
us look back.
For many years, independent public 
accountants had been engaged by 
savings-and-loan associations to audit 
their accounts and prepare financial 
statements and reports. Outside exami­
nations of such associations were re­
quired, but under the regulations of the 
Federal Home Loan Bank Board, each 
association had the option of either 
submitting to an examination by the 
examiners of the Federal Home Loan 
Bank Board, or engaging independent 
(public) accountants. That independent 
professional accountants were engaged 
for such audits was regarded as a dis­
tinct recognition of the desirability 
of the professional auditor, implying as 
of course that the examination would be 
adequately performed to satisfy the 
needs of the investing public, the man­
agement of such associations, and gov­
ernmental authorities. An opportunity 
for enhancing the reputation of the pro­
fession and its members existed. Did 
accountants profit by it? It is painful to 
relate that many of the reports fell far 
short of what was expected. Competi­
tion for such engagements was keen 
among members of the accountancy 
profession. Under the circumstances, 
some engagements were undertaken 
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by independent auditors at a pecuniary 
“sacrifice” as it were, and without a 
general agreement as to an adequate 
standard of performance, with the result 
that the work performed was unsatis­
factory.
In consequence of the careless manner 
in which some audits were arranged for, 
and of the lack of appropriate and ade­
quate audit programs and because ex­
amination by federal examiners was 
compulsory and it seemed easier and 
cheaper to let them make the audit 
too, the savings-and-loan audits gravi­
tated toward the examiners of the Fed­
eral Home Loan Bank Board at the ex­
pense of the independent accountants. 
This condition was quickly recognized 
by the profession, but among many 
practitioners it was believed that the 
loss of this type of audit was caused by 
competitive pressure exerted by the 
examiners of the Federal Home Loan 
Bank Board. Upon inquiry and in­
vestigation it was learned that this was 
not so. The findings and reports of some 
independent accountants were plainly 
unsatisfactory. The problem, thus rec­
ognized, was approached by the Ameri­
can Institute of Accountants and since 
1937, when the Institute first under­
took the preparation of a standard audit 
program for savings-and-loan associa­
tion audits, until July, 1940, when the 
approved program was published, the 
special committee of the Institute gave 
unsparingly of its time and effort in 
study and cooperation with the Federal 
Home Loan Bank Board. Its achieve­
ment in this respect is admirable and 
reassuring. It is succinctly conveyed in 
the language of the preface of the bulle­
tin, prepared and published by the 
American Institute of Accountants, 
entitled Audit of Savings and Loan 
Associations by Independent Certified 
Public Accountants. I quote:
“The program for the independent 
audit of the savings-and-loan associa­
tions prepared by the American Insti­
tute of Accountants and contained in 
this pamphlet was considered and re­
viewed by duly authorized representa­
tives of the accounting division of the 
United States Savings and Loan League, 
of the supervisor’s division of the 
United States Savings and Loan League, 
of the examining division of the Federal 
Home Loan Bank Board at a conference 
held in Chicago, Illinois, on January 30 
and 31, 1940.
“At that conference, this program 
was unanimously approved as providing 
a proper and adequate procedure for 
the independent audit of savings-and- 
loan associations, and, as such, accepta­
ble as meeting the requirements and 
needs of the investing public, the man­
agement of such institutions, and super­
visory authorities.”
The development of a much needed 
standard of performance for savings- 
and-loan association audits does not, in 
and of itself, solve the problems of the 
accountants who obtain such engage­
ments, nor relieve the profession of its 
vigilance in safeguarding the integrity 
of the C.P.A. certificate. It is but a well 
coordinated plan of procedure, the 
observance of which falls to the lot of 
the individual practitioner, who must 
assume full responsibility for deviations 
therefrom.
Of course, accountants must be ob­
jectively viewed as distinct individuals. 
They differ in their capacities and skills, 
in their education and training, in their 
experience and background. They are 
drawn from every level of society, and 
are the products of their environment 
and the influences of the times. The 
accountant of twenty-five years ago 
would look with awe, and not without 
trepidation, at the vastness and scope 
of modern accountancy and the de­
mands being made upon it by an ever­
changing pattern of life.
Today, every engagement which is 
affected with a public interest presents 
a real challenge to the accountant, and 
to the profession which he represents. 
This is especially so where the reports 
and statements of the accountant be-
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come matters of public record or are 
subject to examination by governmen­
tal authorities. Few of us have forgotten 
the stir occasioned by the securities act 
of 1933 and the securities-exchange 
act of 1934, nor will any of us forget 
the provisions of these acts which im­
pose upon accountants a liability to 
those who sustain loss by reason of re­
liance upon statements prepared by 
them in which there is an untrue state­
ment of a material fact or an omission to 
state a material fact, necessary to make 
the statements made not misleading.
In the process of adjustment to the 
securities acts, and the regulations 
which issued therefrom, it was quickly 
perceived that the practices and pro­
cedures of the profession which were 
accepted and approved were in no 
material way new or untried. They 
were, however, made more meaningful 
by association with the authority of the 
Securities and Exchange Commission. 
The profession thus learned that prac­
tices which it had held to be improper 
or undesirable were now to all intents 
and purposes condemned by federal 
agencies, and practices which it urged 
business to adopt long before the securi­
ties act came into existence were now 
required under statutory authority.
Under these conditions the independ­
ent certified public accountant could 
serve a useful purpose only if all con­
cerned were assured that he would ob­
serve the highest standards, in other 
words, that a professional discipline 
existed.
Discipline in a profession is necessary; 
both that which is established from 
without and that which is established 
by the profession itself. But by far the 
greatest good and the most enduring 
satisfactions are derived from self-disci­
pline. It is, therefore, incumbent upon 
the profession of accountancy to exert 
its energies toward the attainment of 
self-discipline by its members. An op­
portunity presents itself in the savings- 
and-loan audits.
The American Institute of Account­
ants has taken the initiative; it has 
formulated an approved program for 
savings-and-loan-association audits, and 
has thereby organized the lessons of 
experience into a practical standard of 
performance. But this is but one aspect 
of the problem which the profession now 
faces in this and in other industries or 
types of engagements. The other is con­
trol over the individual accountant. It is 
not enough for the profession to put it­
self on record that a certain mode of 
behavior is unprofessional, or is inimical 
to the best interests of the profession. 
The code must be enforced rigorously. 
It is submitted, therefore, that the pro­
fession should sternly exercise its au­
thority to impose discipline among its 
members; so as to require adherence by 
all to its code of professional proprieties.
Many will argue with this premise. 
They will point out that the profession 
is without legal power to compel such 
discipline. They will stress the fact 
that there are state laws embodied in 
the statutes and court decisions which 
render the wrongdoer answerable for 
negligence and deceit, and that there 
are federal laws with severe penalty 
provisions. Not a few will emphasize 
the presence of non-certified public ac­
countants who would not be amenable 
to the dictates of organized certified 
public accountants. A retort readily 
suggests itself. Do any of these restric­
tive laws apply to the practices of 
competitive bidding? Do they not reach 
but a few, and then only those who are 
guilty of the most extreme violations 
of professional conduct?
What is it in a profession which sets 
it apart from a business, a trade, or a 
vocation? Is it not engagement in a 
type of work which calls for special 
skill, education, training, and experi­
ence ; and which requires of its members 
the exercise of judgment, mutual re­
spect, and gentility of manner and 
behavior? The tests of such a profession 
are not the ethics of the market place; 
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the standard is higher and approaches 
the domain of moral philosophy—al­
most the ideal of righteousness in its 
superlative sense.
The strength and purpose of the pro­
fession derives from the strength and 
purpose of its members; the respect for 
the profession originates with the ac­
countant’s respect for himself; the 
knowledge of the profession is but the 
recorded and communicated knowledge 
of each of its members. In short, the 
profession and the individual account­
ant are but one.
A plea has been made for discipline. 
Is it not clear that in its most effective 
form it is self-discipline? And is it not 
equally clear that among the members 
of the profession there must be mutual­
ity of discipline to support mutuality 
of interest? Each practitioner owes it to 
himself and to his profession to stand 
firmly by the code of proper professional 
behavior in his manifold relations to 
clients, to accountants, and others. Is 
it not, therefore, the will and hope of 
most of us, that the profession will 
command compliance from those few 
among its members, whose existence 
must be threatened, before they can 
fully apprehend the dangers which be­
set them and their fellow practitioners?
In conclusion, may the suggestion be 
offered that a joint educational cam­
paign be undertaken by the American 
Institute of Accountants, the United 
States Savings and Loan League, and 
the Federal Home Loan Bank Board, 
with the objective to have public ac­
countants, whether certified or not, and 
the associations themselves, realize that 
the reorganized standards must be 
adhered to.
“Let me but do my work from day to 
day,
In field or forest, at the desk or loom, 
In the roaring market place or tran­
quil room;
Let me but find it in my heart to say, 
When vagrant wishes beckon me 
astray:
‘This is my work; my blessing, not 
my doom;
Of all who live, I am the one by whom 










Accounting for Public Dollars
By LLOYD MOREY, URBANA, ILL.
Chairman of special committee on governmental accounting, 
American Institute of Accountants, and professor of account­
ing, University of Illinois
T
he American people are paying 
fourteen billion dollars annually 
in taxes, direct and indirect, for 
the support of their various govern­
mental activities. Thirty per cent of 
this sum is for local agencies—county, 
city, township, schools, and other 
branches; the remainder goes to state 
and federal governments.
As owners and supporters of this vast 
enterprise, the taxpayers are entitled, 
as they would be in any business in 
which they invest money, to a financial 
accounting. Officials and employees of 
these public agencies are servants and 
trustees of the taxpayers. They are ac­
countable to those who provide the 
necessary resources and are under obli­
gation to make a suitable return of their 
stewardship. They must have the 
interest and support of the citizens 
whom they serve, to secure the revenues 
essential to carry on the public activi­
ties for which they are responsible.
Many public officials do issue com­
prehensive and informative reports, 
and the number is steadily increasing. 
Take for example, the town of Green­
wich, Conn. Its annual report begins 
thus:
“Whether you pay direct taxes as a 
property owner, or whether you pay 
taxes indirectly through rents and pur­
chases, this report is addressed to you as 
a citizen-stockholder of Greenwich.
“The town government is your busi­
ness. You finance it. You choose and 
hire the people to run it. The owners of 
any business must give it time and at­
tention if they wish it to be run to suit 
them. How much attention do you give 
to the business of your town?
“Here is some of the information you 
need to begin with.”
But of the 160,000 agencies of local 
government, a large proportion still 
makes no such accounting, or at best a 
most inadequate and unsatisfactory 
one. Many local bodies receive only a 
treasurer’s report, giving a list of re­
ceipts, disbursements, and cash bal­
ance, often disregarding separate funds, 
and without reference to other assets or 
liabilities. Many reports consist only of 
a detailed list of money received and 
warrants paid, instead of an intelligent 
and meaningful analysis of revenue and 
expenditures, and the net results and 
present condition. Some start out, “As 
required by law I transmit herewith 
my report,” followed by a long list of 
unrelated financial statements. Some 
reports, even by accountants of stand­
ing and experience, present a consoli­
dated balance-sheet of all funds and 
assets, and a single figure of surplus, in­
cluding both the balance or deficit of 
expendable funds and the investment in 
city property, thus confusing both offi­
cials and taxpayers as to the true finan­
cial condition. Numerous appropriating 
bodies work on the basis of the cash 
balance, and many taxpayers are fooled 
into complacency regarding the finan­
cial condition of their local bodies by 
seeing such a headline as “Cash bal­
ance of city’s funds, $134,000.”
The people are demanding an ac­
curate and informative accounting from 
their public servants. Among the objec­
tives of the California Taxpayers’ 
Association is: “Improvement in the 
auditing, budgeting, and reporting pro­
cedures of the state and local govern­
ments of California.” One of the items 
in the five-point program of the Illinois 
Chamber of Commerce is: “A uniform 
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system of auditing accounts of the var­
ious governmental units and periodic 
audits of expenditures.” Read in the 
American Magazine for October, “Tax­
payers on the Warpath,” describing 
activities in New England; Nebraska; 
Kentucky; Fort Wayne, Indiana; and 
many other places. Numerous states 
have passed laws making audited re­
ports of local taxing bodies mandatory. 
Much of this unrest is taking place be­
cause citizens are not properly informed 
as to what is being done with their 
money.
There is no longer any doubt as to 
what constitutes good municipal ac­
counting, reporting, and auditing. The 
work of the National Committee on 
Municipal Accounting, in establishing 
standards and models in this respect, 
provides an authority to which officials, 
accountants, and public may turn with 
confidence. These standards have been 
accepted in principle by accountants 
and teachers generally, and have been 
applied by numerous cities and other 
public bodies. They enable the official 
responsible for finance and accounts to 
answer the primary questions asked 
about every public enterprise: What is 
the present financial condition of the 
city; what does it have and what does it 
owe? What are the results of the finan­
cial operations of the past year or other 
period? Have the revenues collected or 
realizable in a reasonable time equaled 
or exceeded the expenditures,—both 
paid and incurred, and including not 
only operating expenses, but interest 
on debt, and a proper amortization of 
long-term indebtedness incurred for 
improvements or emergencies? Unless 
these things are accomplished, the budg­
et is not in balance, and a deficit is 
accumulating to plague future genera­
tions of taxpayers.
Many appropriating bodies have in­
curred deficits because they did not 
have accurate answers to the foregoing 
questions. Citizens of many communi­
ties have had to face bond issues, tax 
increases, and curtailment of services 
because they have not known the true 
condition of their affairs. An adequate 
accounting system, based on modern 
principles and practices, and regular 
financial reports of the proper scope 
and character, are the answer to this 
condition, and a boon to legislators, ad­
ministrators, and public alike.
An independent verification of pub­
lic financial records and reports is also 
essential in the form of periodical audits 
by competent outside auditors. Honest 
officials are entitled to and should insist 
on such examinations for their own pro­
tection. Unfortunately, not all public 
officials are honest. A certain propor­
tion, fortunately small, are willing to 
defraud those whom they serve. “ Town­
ship books are short $4,197,” says a 
headline. “Shortage of $5,320 bared by 
audit,” says another, and adds that the 
audit was the first in seventeen years. 
So, while the discovery of possible dis­
honesty is not the only purpose of or 
reason for outside audits, it continues 
an essential feature, for the protection 
of the public.
For these same reasons, and in even 
greater measure, investors in public 
debt issues need the protection afforded 
by an adequate accounting system, 
regular financial reports, and inde­
pendent audits. Emphasis on legal 
exactness and completeness in such ob­
ligations is all very well and essential, 
but it does not assure proper or even 
honest handling of funds after the 
money is borrowed, or indicate ability 
to manage finances or control expendi­
tures. These points are as essential in a 
public obligation as in one of a private 
concern if the investor is to be certain 
of his security.
The taxpayer and investor are little 
better off, however, when auditing 
services are purchased on competitive 
bids at the lowest price, in the manner 
followed by many public bodies. Au­
diting is professional service and, as in 
any other profession, requires adequate
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training and experience. No one would 
think of engaging a doctor, lawyer, or 
architect primarily on the basis of low­
est fees. No more should it be expected 
that satisfactory auditing can be se­
cured in such a manner. The American 
Institute of Accountants considers it 
unprofessional for its members to make 
bids on auditing engagements in com­
petition with other accountants. Tax­
payers and officials should cooperate in 
eliminating this unethical and unre­
liable practice.
Audits by state agencies also are not 
the cure-all that they are at times held 
out to be. Such agencies can do much in 
setting standards for local financial 
management, and in compelling ad­
herence to those standards. Rarely are 
they able to carry on actual auditing 
and system installation effectively. 
They can do so only if they follow 
proper professional standards in select­
ing personnel and in their programs. 
The interests of local initiative and re­
sponsibility are better served, as the 
Connecticut law provides, by leaving 
these matters to local authorities, but 
having the state agency see that they 
are done and done right.
The responsibility for correcting this 
situation where it needs correcting is a 
joint one. The first responsibility is on 
the public official. He must see that his 
records are of the right character, and 
that regular reports of an informative 
and understandable type are made. He 
should see that these records and re­
ports are independently verified. Ac­
countants share the responsibility for 
promoting these practices, for informing 
themselves as to correct procedures, and 
for applying correct principles when 
called on to serve public bodies. Citi­
zens must understand that their gov­
ernments will only be as good as the 
interest taken by them may demand; 
that, like their private affairs, if they 
neglect them, their dividends will be 
passed and their investment dissipated, 
but if they watch them, their interests 
as well as their peace of mind will be 
preserved and protected.
Our major effort as individuals and 
as a nation is now bent toward the com­
mon defense of our lives and our insti­
tutions. A primary factor in an ade­
quate defense is financial control and 
stability. As the National Consumers 
Tax Commission aptly says: “City, 
town, and county governments do not 
spend money on arms. These costs are 
borne by the national government. But 
local bodies can save millions of dollars 
each year by improved business meth­
ods. Since money for national defense 
and for local governments must come 
from the same taxpayers’ pockets, local 
savings contribute to our national de­
fense.” Governmental efficiency and 
economy begin at home, in every com­
munity where public activities are 
carried on. Only as local units are kept 
financially sound can the national 
economy survive the terrific strain now 
placed upon it.
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Responsibility of Municipal Finance Officers for 
the Preparation of Financial Reports
By John R. Lindsay, Louisville
Director of Finance, Louisville
T
here was a time, not so long ago, 
when I thought I could visualize 
the verbal presentation of a mu­
nicipal financial report in such a manner 
that my audience would be held spell­
bound to the very last zero. Can't you 
hear a blare of trumpets and a roll of 
drums heralding “The Accountant’s 
Hour” on the radio? Imagine the hush 
that spreads through the vast audito­
rium as the pages of the past fiscal year’s 
report slowly unfold. Can’t you feel the 
excitement as the fixed assets are in­
toned one by one, and the growing 
tenseness as the current assets position 
is approached? Then on, through the 
other side of the balance-sheet; liabili­
ties, fixed and current, and other lesser 
items; all, however, leading up to the 
climax of the first act—that punch-line, 
as the curtain drops:
“The total of all assets equals, exactly, 
to the last cent, the total of all liability.”
But that isn’t all. The second and 
third acts are soon to follow. That soul- 
stirring second act, wherein detailed 
receipts and expenditures are recounted, 
slowly and with telling effect; miscella­
neous revenues are accounted for; in­
cidental expenses, contingent expenses, 
extraordinary expenses, each leaving 
the audience on the edge of their re­
spective seats. Silence reigns supreme. 
So on, through the third act and to the 
grand climax; the climax that all 
drama that is drama must possess. 
What subject is more appropriate for 
such a climax than the detailed presen­
tation of bonded indebtedness and sink­
ing funds? Nothing slipshod or shabby 
in this statement! Every bond listed in 
detail, by purpose, date of issue, date of 
maturity, date of redemption, interest 
rate, par value, market value; and 
followed by a statement, elaborately 
presented, beautifully worded, of indi­
vidual sinking-fund assets. What a 
dramatic situation! I wonder why Noel 
Coward doesn’t use it?
It sounds attractive; it would even 
be a lot of fun—but it just can’t be 
done, because it won’t work. A financial 
report—a municipal financial report— 
in its entirety, is the one outstanding 
document most certain to cast its 
recipients into the arms of Morpheus. 
It is, to my way of thinking, one of the 
dullest bits of literature in existence. 
Ninety-nine out of a hundred persons 
who receive it don’t or won’t read it, 
and the other one doesn’t understand 
it. The practice of the publication and 
general distribution of a detailed finan­
cial report by a municipality is con­
tinued, I believe, largely for the simple 
reason that it has always been done 
and, therefore, always should be done. 
If there is any phase of municipal 
finance that badly needs intelligent and 
constructive thinking, it is the field of 
the dissemination of financial informa­
tion.
Standardization of financial reports, 
the adoption of uniform terminology 
and the compilation of statistical data 
are excellent. They are necessary for 
comparative purposes and highly de­
sirable for use by municipal bodies and 
others directly concerned with financial 
practices in government, but are of little 
or no value when it comes to public con­
sumption. Surely there is some method 
of giving the general public information 
about their own city, which they want 
and which they are entitled to have, 
and at the same time, of presenting this 
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information in such a form that it can 
be easily and pleasantly digested.
Several years ago I prepared, as an 
experiment, a single sheet, mimeo­
graphed, showing the detailed operating 
costs of all city owned passenger auto­
motive equipment. This statement 
showed total cost, total repairs, total 
maintenance, etc., also total mileage 
and cost per mile. I mailed it out with­
out comment to fifty hand-picked execu­
tives in Louisville who I thought might 
be interested in automotive costs. Within 
one week I had received some sort of 
comment from thirty-five of these men, 
although I had specifically not asked for 
comment or criticism. These same fifty 
men had been receiving copies of my 
annual report for six years and I had 
never heard one word of comment or 
criticism from them on that report, 
though it included exactly the same 
figures I had sent in mimeographed 
form.
There can be but one conclusion 
drawn, and that a very obvious one: 
the average citizen simply will not read 
a consolidated financial report although 
it may contain many things that he is 
directly interested in. I draw that con­
clusion from the fact that if not one of 
fifty hand-picked executives would ap­
parently look at the report, surely the 
average citizen and taxpayer is not 
going to give it any serious considera­
tion.
This is not an isolated example. I 
know from my own experience that the 
financial administration of a fairly 
large American city is a very exacting 
and difficult job and when that job is 
well done I think it deserves recognition. 
I have always believed in the theory 
that the American public does not ob­
ject to paying taxes, even high taxes, if 
it is firmly convinced that its tax money 
is being well and properly spent. 
That’s what financial reports are for; 
that’s the legal and moral obligation of 
the finance officer, but the failure to 
convince is not entirely his fault.
Having existed in a goldfish bowl of 
public office for some seven years, and 
having been subject to daily and even 
hourly criticism during that period of 
time, it is with a feeling of some gratifi­
cation that I pass a little criticism on to 
someone else.
Has the accounting profession been 
negligent? Has it been mentally lazy? 
Has it been handicapped by outmoded 
tradition? Or are those questions too 
direct, perhaps too strong? I don’t 
believe that they are. Accountants and 
auditors have too long been critical of 
government; not that that critical atti­
tude has not been thoroughly justified. 
I think it has, but at the same time, I 
believe that the profession has almost 
entirely overlooked one of its main 
responsibilities. If there has emanated 
from the accounting profession a new 
and worth-while idea for presenting 
governmental financial data to the 
public, I haven’t seen it. If there is a 
realization that such ideas are necessary 
and that they constitute an integral 
part of the auditor’s job, I have seen 
no evidence of it.
Generally speaking, auditors and 
accountants plying their trade in gov­
ernmental circles are not handicapped 
with the same restrictions that beset 
financial officers. They have a much 
freer hand in making suggestions and 
recommendations. In many ways they 
are in an enviable position, but they 
have not, as a group, made the most of 
their opportunities.
Go ahead and make yourselves in­
valuable. Surely no one will benefit 
more directly and to greater extent 
than yourselves. Why not analyze 
municipal reports and select thereform 
those facts best suited for public con­
sumption ? I do not give up on my dream 
of dramatization. I still think there are 
parts of a standard financial report 
that can be successfully dramatized. 
I am not quite sure what sections of the 
report are subject to this type of treat­
ment, nor am I clear as to how such 
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treatment should be executed, but I do 
believe that an artistically prepared 
canvas of blended colors is more attrac­
tive to the eye than straight lines of 
charcoal drawn on a flat white surface.
Distinguish, if you will, between 
corporate finance and municipal finance. 
Stockholders in a corporation are 
primarily interested in earning, equity, 
and dividends. The best management in 
the world is not overly popular with 
stockholders unless it is ultimately 
able to show a profit from operations; a 
profit, part of which, at least, might 
be paid out in dividends. The stock­
holders of a municipality, on the other 
hand, do not expect or desire profit. A 
large surplus, in many ways, is just as 
indicative of poor management as a 
large deficit. Stockholders, or taxpayers, 
are interested in the way their corpora­
tion functions; not in its results from 
a profit or surplus standpoint. They 
want to be convinced that the manage­
ment they have selected is performing 
its job efficiently and well, and if the 
majority are not so convinced, you can 
be assured that a new and different 
management will be at the helm, come 
next November.
Municipal management, more so even 
than state or national, must keep a 
finger on the pulse of feeling in the local 
community; must take the people into 
its confidence and educate and explain 
the reasons for the various acts and 
decisions, and convince them, not once 
a year, but all during the year, that their 
board of directors, their president, 
their officers, are performing their al­
lotted tasks in a satisfactory manner.
The surest way to perpetuate our 
democratic principles of government 
is to hold fast to the conviction and be­
lief that through our two-party system 
of election of public officials we not 
only can, but do, secure highly qualified 
public officers, officers well qualified 
to fill their respective positions and 
worthy of the responsibilities entrusted 
to them.
Perhaps I have wandered a little 
from the subject in hand. I readily 
accept the responsibility of a municipal 
finance officer. I have been trying to 
convince myself that this responsibility 
might be shifted to other shoulders. I 
would like to be able to hand some of 
the burden on to you. I realize that this 
cannot be done; however, I do solicit 
your help, especially those of you who 
have contact with municipal audits. 
We, who represent the hard-working 
and, we think, unappreciated, public 
officials, earnestly and sincerely seek 
your assistance. Give this phase of our 
problem a little serious thought, and I 
believe you will be amazed how quickly 
your ideas will be used and how much 
they will be appreciated.
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Auditor’s Report of Municipal Bodies
BY JAMES A. RENNIE, RICHMOND
Member of special committee on governmental accounting, 
American Institute of Accountants
T
he most constructive function of 
an auditor’s report of a municipal 
body is the force it lends to secur­
ing improvements in fiscal administra­
tion. Where improvements have re­
sulted, it will be found that in the vast 
majority of cases the document which 
prompted them was an auditor’s re­
port.
Usually, the first demand for services 
of a public accountant by a municipal­
ity originates in a movement to im­
prove fiscal administration. I do not 
refer to a political movement sponsored 
by the “outs ” in the hope that they will 
get in. I mean a movement by citizens 
or officials genuinely interested in im­
proving their government. Invariably, 
one of the cardinal planks of such a 
movement is that an audit and survey 
of the city’s fiscal affairs be made by an 
independent accountant. This is a logi­
cal beginning because sound reforms 
depend on full facts and informed judg­
ments.
The auditor has the responsibility of 
furnishing the data from which in­
formed judgments can be made. How 
he discharges the responsibility is meas­
ured by his report. Too frequently 
excellent field work is partially nullified 
by an inadequate report. An inadequate 
report is often the result of failure to 
consider its use.
Every report of a public accountant 
on the affairs of a municipal body is of 
public interest and being a public docu­
ment is available to the press. How the 
press interprets the report to the public 
determines to a large degree the success 
of adopting its recommendations. Un­
less the subject matter is arranged co­
herently, and vital information sep­
arated from minor detail, the press 
treatment will be cursory. Reporters 
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working under pressure of time cannot 
be expected to digest a bulky volume of 
technical detail; the same thing is true 
of public-spirited citizens, whose inter­
est is chiefly in the larger phases of 
fiscal administration. Governor Price, 
of Virginia, recently said of state 
agency reports: “unreadable by reason 
of their length, their minute detail, and 
their highly technical character.” Ac­
countants should be careful to see that 
their reports do not fit this description.
Detail that reveals significant facts 
and trends is essential in a report, but 
its use should not confuse the main 
objective, namely, an accurate, impar­
tial and logical presentation of findings 
and recommendations that can be used 
as a sound premise for forming judg­
ments and taking action.
What should an auditor’s report con­
tain? The answer depends on the type 
of engagement, but it will be assumed 
for the purpose of the answer that the 
engagement covers an audit and survey, 
the latter being considered as an essen­
tial part of an audit. A report of such 
an engagement would follow the usual 
arrangement of two main divisions, viz., 
comments and statements. As state­
ments furnish the subject matter for 
much of the comments, they will be 
considered first.
The National Committee on Munici­
pal Accounting in its publication, 
“Municipal Accounting Statements,” 
describes the essential statements to be 
included in a report. These are:
1. Balance-sheet for each fund.
2. Analysis of surplus of each revenue 
fund, department, or institution, 
operated as a financial entity.
3. Statements of revenue of each 
revenue fund and comparisons with 
estimates.
Extensions of Auditing Procedure
4. Statements of expenditures of each 
revenue fund and comparisons with 
appropriations.
5. Operating statements for each util­
ity or other public service enter­
prise.
6. Statements of receipts and dis­
bursements and of changes of bal­
ances of special funds.
7. Statements of changes in fixed 
assets.
8. Debt statement.
9. Summary statement of cash re­
ceipts and disbursements.
10. Statistical section dealing with vital 
statistics relative to fiscal matters.
The statements are illustrated and 
the principles underlying them are 
explained.
The National Committee on Munici­
pal Accounting has as its goal the bring­
ing about of improved methods in 
municipal accounting, budgeting, and 
reporting. In furtherance of this goal it 
has issued several publications that 
deal with various phases of municipal 
accounting. These publications are the 
product of men of experience in munic­
ipal affairs, and every public account­
ant engaged in municipal practice 
should have them in his library. Prog­
ress toward the Committee’s goal can 
be greatly accelerated if public ac­
countants will cooperate with the Com­
mittee. The goal is certainly deserving 
of that cooperation.
In brief, the essential statements 
recommended by the Committee fur­
nish the following information:
1. The present financial condition.
2. The factors causing the change in the 
financial condition from the previous 
year.
3. The relation between planned and 
actual results of the year.
Without this information intelligent 
fiscal administration is impossible.
Another statement that furnishes 
interesting information, particularly 
when comparison can be made between 
years, is one wherein, in summarized 
form, is shown revenue by sources, 
expenditures by functions, and the 
percentage and per capita of each item 
to the total. In preparing such a state­
ment, elimination should be made of 
duplicate charges and credits resulting 
from service enterprises that furnish 
services and materials to other depart­
ments. Utilities’ results should be shown 
net, that is, as revenue if there is a net 
revenue, or as expense if the opera­
tions require a subsidy. Interfund trans­
fers should be eliminated and the rev­
enue and expense consolidated when the 
same activity is being financed through 
several funds, which is often the case, 
especially in welfare work. Fund dis­
tinctions are usually legal requirements 
and must be observed in the records 
although the requirement may be in­
compatible with sound economics. How­
ever, the taxpayers’ interest is in how 
much is being spent for each function of 
government and how much revenue is 
being derived from each source, regard­
less of fund distinctions. The statement 
supplies the information.
Unfortunately, many officials and 
citizens who are keenly interested in the 
affairs of their municipality are unable 
to interpret tabulated statements and, 
in fact, have an aversion to looking at 
them. Herein lies the function of com­
ments. Haven’t we all seen some people 
who never look beyond the comment 
section of a report? To these people, and 
I believe they constitute a majority, a 
report is incomplete unless the com­
ments convey an adequate story of the 
auditor’s findings and conclusions. Then, 
too, there are some matters developed 
by an audit which can only be expressed 
in narrative form.
Comments complement the state­
ment section of a report and are the 
medium of critical discussion and rec­
ommendations; hence, their importance 
is obvious. Quality of comments will 
ever differ, as literary talent is not 
equally possessed. Arrangement of com­
ments can add to their effectiveness if 
subject matter is in logical order and 
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treated under major and minor captions. 
Indexing of comments is often deficient. 
It is almost a common practice to list 
comments in the index as one item, 
although in the same index each state­
ment will be separately listed. The 
reader may be just as interested in 
referring to a particular subject treated 
in the comments as in a particular 
statement, and I believe it would add 
to the reference value of a report if the 
comments were indexed by subjects.
The following statement of the Na­
tional Committee on Municipal Ac­
counting in its publication, “Municipal 
Accounting Statements,” if accepted 
without qualification, would seem to 
obviate public accountants’ reports as 
such and eliminate the necessity of com­
ments beyond a certificate. The state­
ment is: “Reports covering the same 
fiscal period are sometimes issued both 
by the municipal accounting officer 
and the independent auditor. There 
should be a single public report regard­
less of who prepares it.”
This statement can be subscribed to 
readily under the following conditions:
1. If the municipality has an account­
ing system that fits into the prepara­
tion of the statements hereinbefore 
mentioned. In that event, all that is 
necessary is a certificate of the audi­
tor if one disregards those who can­
not interpret tabulated statements.
2. If the state regulates and prescribes 
the methods of accounting and re­
porting for municipalities.
Rarely are the conditions cited in 
No. 1 above encountered in a first 
audit. Rather, it is necessary that the 
auditor reconstruct the accounts ac­
cording to the principles enunciated by 
the committee and emphasize in his 
comments the desirability of having 
the accounts conform to these prin­
ciples. Again, the municipal accounting 
officer usually desires to make his report 
in accordance with his established prac­
tice and is not willing to change the 
report to conform to the auditor’s ideas. 
Under these conditions, one report 
is not practicable. Another condition 
that would make one report undesirable 
is when the accountant was primarily 
engaged to make an appraisal of present 
methods. Surely a separate report by 
the accountant would be desired in that 
case.
In conclusion, I repeat that the qual­
ity of an auditor’s work is measured by 
his report and that the report may be 
an instrument of great force in securing 
improvements in fiscal administration.
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Public Bodies
By William H. Welcker, Philadelphia
Member of special committee on governmental account­
ing, American Institute of Accountants
I
N this paper we will not attempt to 
prove that independent audits are 
necessary or desirable, but will 
assume that they have passed the stage 
of experimentation and are now an 
important part of the administration 
of all public bodies.
Certainly no one who is a taxpayer 
will question the value of an inde­
pendent audit of the municipality or 
county to which he pays his taxes. It 
may also be taken for granted that the 
purposes of the audit have been clearly 
defined and that the auditor of the 
public body requiring such examination 
has the necessary qualifications in con­
nection therewith. Furthermore, that 
all parties involved sincerely desire to 
fulfill the purposes of an independent 
audit, including the furnishing of in­
formation as to its results.
In our modern age and with the pres­
ent-day trend of government, as well 
as industrial development, these would 
seem to be fundamental principles.
In considering the question of the 
selection of independent auditors for 
public bodies, it is not only desirable 
to understand what is meant by an 
independent auditor, but also to define 
somewhat the status of the public 
bodies referred to.
As to what an independent auditor 
is, although the word “independent” is 
easy to understand, certain so-called 
independent auditors may not be able 
to so qualify, because of circumstances 
surrounding their appointments.
To explain what is included in a 
definition of public bodies, this would 
obviously refer to the governing bodies 
of counties, municipalities, school dis­
tricts, and also to those members of 
various boards and commissions of a 
public nature who might be appointed 
to carry out some specific purpose such 
as the operation of utilities or the 
furnishing of services requiring special 
consideration by a separate body.
According to a recent survey,1 nine 
states require regular audits of all 
municipalities, which includes those ap­
pointing qualified accountants. Ap­
parently, several others have so pro­
vided during the last few years. In 
twenty-three states, only certain mu­
nicipal units are included in examina­
tions required by licensed accountants 
or by state auditors upon local request 
or state authority.
1 Dr. Wylie Kilpatrick, “State Administra­
tive Supervision of Local Financial Processes,” 
Municipal Year Book, 1936.
Counties are audited more or less 
regularly. Twenty-six states audit all 
county units, and the accounts of spe­
cific county officers are examined on 
request in fourteen other states.
Some attention is being given to 
audit specifications by state officers in 
order to secure competent examinations 
by public accountants or state em­
ployees in place of hit-or-miss checking 
which has been common heretofore.
The Appointment of Auditors
In examining the various surveys 
which have been made, to ascertain the 
extent of auditing of public bodies, and 
in an attempt to learn who makes the 
audits which are now being made, we 
find that these auditors derive their 
appointments in four ways as follows:
202
Selection of Auditors for Public Bodies
1. Qualified Accountants Appointed by 
Local Authorities
In a certain group of states, laws 
have been approved requiring all 
municipalities and counties to be 
audited by qualified accountants 
under state specifications, with a 
copy of the official report filed in 
the state capital for regulatory pur­
poses. Complete and continuous in­
formation is available under this 
arrangement regarding all financial 
transactions of the local govern­
ments.
2. Appointment of the State Auditors
The appointment of employees of 
a department of the state govern­
ment, to audit to some degree the 
accounts of local governments, seems 
to be customary in a large number 
of states, certainly in more than 
half of them. In these cases where 
state auditors examine the accounts 
of local bodies and report to their 
superiors who are known either as 
state auditor, state controller, tax 
commissioner, examiner, etc., there 
is a measure of state regulation 
exerted over the expenditure of state 
and local funds, which is highly 
desirable.
3. Auditors Elected by the People
The oldest method of auditing 
public bodies was by auditors elected 
by the people, especially of the 
district which they are supposed to 
audit. There are some very great 
objections to elected auditors, and 
many of the states where such a plan 
has been in force have discontinued 
it as being highly political. This 
procedure places their selection in 
the hands of local politicians, who 
have quite frequently chosen per­
sons who have little or no knowledge 
whatever of either accounting or 
auditing. A satisfactory and in­
dependent audit has not been ob­
tained.
4. Elected Auditors for Pre-audit; Out­
side Accountants for Post-audit
Under this plan auditors or con­
trollers are elected to make the pre­
audit and, supplementing this, public 
accountants may be engaged to 
some extent to make a post-audit. 
In these cases, the system is not 
uniform, because there are no re­
quirements for annual independent 
audits and, as a result, the work is 
not provided for continuously.
There are doubtless other methods 
under which audits are being secured by 
public bodies, but the above are the 
ones found in general use. Of the four 
different procedures mentioned for the 
appointment of auditors, there is a 
considerable difference in their degree 
of independence.
Having outlined briefly the methods 
of securing auditors for public bodies, it 
will now be in order to examine more 
in detail the success of such methods in 
the various states and commonwealths.
Qualified Accountants Appointed 
by Local Authorities
In a number of states it has been pro­
vided by law: (a) that there must be an 
audit of every public body by qualified 
accountants, that is to say, accountants 
who have passed an examination as 
certified public accountant, or have 
special qualifications as a municipal 
accountant; (b) that the municipality 
may only engage those accountants 
holding the credentials required by the 
examining authority; (c) that copies of 
the auditor’s reports shall be filed in 
the state capital in some department 
which prescribes the scope of the audit, 
checks on the compliance with state 
laws by both accountant and public 
officials, and also examines the audit 
itself to make suggestions as to local 
policies.
The qualified accountants are re­
quired to be acquainted with the laws 
of their state governing municipal ac­
counting, financing of municipal ex­
penditures, and many other statutory 
requirements for municipal or local 
procedure. The auditors receive their 
appointments directly from the govern­
ing body and are not employed by any 
state department, but pursue their pro­
fession as firms or individuals.
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Attempted first in New Jersey in 
1918, this method has been extended 
to include Kansas, North Carolina, 
Idaho, Connecticut, and perhaps others. 
The author of the survey already men­
tioned 2 states that this system makes 
unnecessary the carrying of a large 
staff of state auditors, whose work 
would be more cumbersome and slower 
than would be the simultaneous audit­
ing by public accountants. The use of 
accountants further accomplishes, in 
those states, the successful result of 
having all of the units audited within a 
reasonable time after the close of the 
fiscal year.
4 House bill 407, session of 1935.
Registered Municipal Accountants 
of New Jersey
The revised statutes of New Jersey 
(1937) 3 require every county and 
municipality having an assessed valua­
tion in excess of $3,000,000 to have an 
annual audit of its accounts, and for 
that purpose must employ a registered 
municipal accountant of New Jersey. 
Those having less than $3,000,000 may 
postpone the audit for one year, but 
this audit must be completed before the 
end of the second fiscal year by a 
registered municipal accountant of New 
Jersey. This requirement has been in 
effect since 1918.
The act further requires that a copy 
of the audit report furnished the 
municipality shall be filed with the 
commissioner of local government within 
five days after filing with the mu­
nicipality.
Audit reports must be signed by the 
registered accountant in charge of the 
audit, but may also be signed by the 
firm or corporation engaged in the work. 
The accountant, however, is held to be 
personally responsible for full compli­
ance with the act.
The license of registered municipal
2 Dr. Wylie Kilpatrick, “State Administra­
tive Supervision of Local Financial Processes,” 
Municipal Year Book, 1936.
8 Title 40, Chapter 4. 
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accountant is issued by the New Jersey 
State Board of Public Accountants and 
all cancellations made by it for causes 
mentioned in the act. A fee of $5 is 
stipulated as the cost of this certificate, 
which must be renewed annually. A 
fine of $100 is imposed upon any person 
auditing accounts of municipalities 
without such registration license. The 
Board is also given the right to make 
all rules and regulations governing 
examinations and the issuance of li­
censes.
The law further requires that a syn­
opsis or summary of the audit, to­
gether with the recommendations of the 
accountant, shall be published in the 
official newspaper of the county or 
municipality, the municipal clerk be­
ing charged with the responsibility of 
causing such publication to be made.
The principal advantage from the 
standpoint of the taxpayers and citizens 
of the New Jersey system is that not 
one county or municipality, small or 
large, in the state can escape having an 
audit with a copy of the report filed at 
Trenton for use of the public.
The system of accounts and termi­
nology is uniform for the City of 
Newark with the smallest municipality 
in the state, which has an assessed 
valuation of only $100,000 and consists 
of nothing but a golf club.
North Carolina
The auditing of public bodies in 
North Carolina is required of private 
accountants whose qualifications are 
examined by the state. Only those ap­
proved are allowed to accept engage­
ments. Auditors must file copies of all 
audits with the local government com­
mission (director of local government). 
All counties and municipalities must 
have audits.
Supervision in Kansas 4
In 1935 there was established by 
Kansas, in the department of the 
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state budget director a subdepartment 
known as department of auditing and 
accounting, headed by the state ac­
countant. The state municipal ac­
counting board was also created to 
consist of five members for a term of 
four years appointed by the governor. 
This body comprises one county clerk, 
one member of governing body of a 
city of the first or second class, one 
member of a board of education, one 
county treasurer, and the state ac­
countant.
The board determines the qualifica­
tions of all applicants for public ac­
countant’s license. It makes all rules 
and regulations governing issuance of 
licenses and arranges for examinations 
to secure competent auditors. No 
person will be granted a license unless he 
shall pass the examination prescribed by 
the board. Licenses cover a period of 
one year, and each applicant must 
enclose $5 with the application.
Any person representing himself to 
be a registered accountant and is not 
so, upon conviction is fined $100 or 
not more than $1,000 for each offense. 
These persons are ineligible for licenses 
for a period of five years.
It is the duty of the governing body 
of each Kansas county and municipality 
of the first and second class to have the 
accounts examined by a licensed ac­
countant at least once each year.
A copy of the audit with recom­
mendations shall be filed with the state 
accountant within thirty days after 
completion of the field work.
Municipalities not included in the 
above classifications of first- and second- 
class cities may employ a registered 
accountant to audit the accounts, pro­
vided a petition has been filed by 20 
per cent or more of the voters who 
voted at the last election, such audit to 
cover period outlined in petition.
If the audit discloses a violation of a 
penal statute or other grounds for re­
moval from office, the accountant must 
file a copy of the report with the county 
attorney. Boards, commissions, com­
mittees, bureaus, departments, etc., 
having independent control of disburs­
ing of funds shall reimburse the mu­
nicipality for their part of the cost of 
audit.
Idaho Requires Biennial Audits 5
5 Chapters 80 and 133 of the 1935 Idaho 
Session Laws.
6 File 324, Laws of 1939.
Each county and incorporated city 
or village in Idaho must have a com­
plete audit once in two years by a 
recognized public accountant. It is the 
duty of the state bureau of public ac­
counts to prescribe uniform specifica­
tions for the audit and all audits shall 
conform to such specifications.
Costs of the audit are to be included 
in the annual county or municipal 
budget, and one copy of the completed 
audit is to be filed with the state bureau 
of public accounts by the council or 
board within ten days of the receipt of 
same.
The Idaho State Bureau is required 
to review each audit within twenty days 
following receipt thereof and notify the 
ocal governing body and auditor of 
their opinion of the audit. If the report 
does not meet the specifications, the 
objections must be filed.
It is a misdemeanor and there is a 
penalty of $200 upon each member of 
the local governing body for neglect or 
failure to comply with these acts.
Connecticut Has Municipal 
Auditing Act 6
In 1939 the State of Connecticut 
followed the lead of New Jersey, North 
Carolina, and other states and passed 
laws requiring annual audits of mu­
nicipalities and counties.
The municipal auditing act of 1939 
provides for annual audits being made 
by independent public accountants 
selected by the local budget-making 
authority. They must be approved by 
the state tax commissioner.
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School, sewer, and fire districts must 
have their accounts audited at least 
once biennially by the independent ac­
countant. Any municipality whose re­
ceipts during the three years preceding 
do not exceed $50,000 may request the 
tax commissioner to audit its books 
instead of employing an independent 
public accountant; in which event the 
cost shall be borne by the municipality.
Copies of all audits by accountants 
shall be filed with the state tax com­
missioner in addition to those filed 
with the budget-making authority.
Any independent accountant failing 
to file such reports with the state tax 
commissioner, forfeits one half of the 
compensation to the state and is barred 
from the auditing of municipal ac­
counts for two years from the date of 
such failure.
It is required that the audit report 
together with the recommendations 
shall be included in the annual report 
of the municipality, city, or county, 
and published in a newspaper in such 
municipality, etc.
The state tax commissioner is re­
quired to review the audit report and 
report to the state’s attorney any evi­
dences of fraud or embezzlement.
Another provision is that the budget­
making authority must file with the 
state tax commissioner, the name of 
the independent public accountant at 
least ninety days before the close of the 
fiscal year. If no notification is received 
before such date, the commissioner may 
appoint an independent public ac­
countant to audit, and the expense 
shall be borne by such municipality.
The state tax commissioner has pre­
scribed the duties and powers of in­
dependent public accountants practic­
ing under the municipal auditing act 
of 1939.
Appointment of State Auditors
Auditing by state employees arose 
out of a desire to check the local 
expenditure of state funds or grants 
for specific purposes. State officials 
have hesitated to use the outside serv­
ices of public accountants for various 
reasons, although many accountants 
with the degree are now employed in 
various state offices.
Where state auditors examine local 
accounts, it has usually been found im­
possible, through lack of time or ap­
propriations, to audit all of the units in 
one state. State legislatures seem to be 
opposed to the engagement of a large 
number of state employees to audit 
local accounts because of the expense 
involved. In some cases the expense of 
the audit is charged to the municipality 
or other public body and is in the end 
not an expense of the state treasury. 
The state, however, has to advance the 
money which naturally requires ab­
normally large appropriations.
Furthermore the audit of all of the 
local government accounts of the whole 
state seems to be too big an accomplish­
ment for any one department or bureau 
to complete within a reasonable time 
after the close of the fiscal year, al­
though it is reported that some of the 
state departments are able to audit 
biennially.
There can be no question of the in­
dependence of the state auditors if 
they are not connected with or live in 
the municipalities or counties which 
they are required to audit.
There are many outstanding results of 
the state audits which should be noted.
In New Jersey the sinking funds were 
required to be audited by the state 
beginning in 1918. Many were found to 
be insolvent and were placed upon a 
sound basis by the mandatory audits.
The audit of a hundred counties in 
Virginia for 19317, by the state auditor 
of public accounts, reported forty-six 
treasurers and three other officials as 
having sizable shortages in their funds. 
This condition was said to be the result 
of laxity in the collection of taxes, 
7 Survey by Dr. Wylie Kilpatrick.
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archaic accounting, faulty budgeting, 
and inconclusive auditing. With the re­
building of the fiscal system, the in­
stallation of modernized accounts, and 
complete audits of the county, financial 
condition being substituted for partial 
checking, brought order out of chaos.
The state auditing authority does 
not, however, include the two dozen 
Virginia cities of over five thousand 
population which are largely in the 
council-manager class and exempt from 
state supervision excepting for certain 
regulations concerning debt, taxes, and 
budget applicable to all units.
State Auditing Results in 
New York Not Impressive
In New York State the bulk of local 
auditing is done by state employees 
usually at the request of local authori­
ties. The examinations made are per­
formed only spasmodically since there 
is no provision for annual audits.
During the year 1935, the last year 
for which a report is available, a very 
small percentage of the New York 
local units were audited as set forth in 







Per cent of 
municipalities 
audited
Counties.......................................... 57 2 3.51%
Cities........................... .................... 57 9 15.79
Towns.............................................. 932 64 6.87
Villages....................... .................... 554 31 5.59
Total............................................ 1,600 106 6.63%
Where they have been continuously 
made over a period of years, state 
audits have resulted in the recovery of 
large sums, but the lack of an annual re­
quirement and actual completion of the 
audit for every year, it is believed — 
will fail to eliminate the defalcations of 
local officials or replace the former in 
difference with permanent, construc­
tive, honest procedure.
Auditors Elected by the People
Because of the inability of political 
organizations to select competent in­
dependent auditors in those states where 
auditors or controllers are elected, the 
elective system has failed to produce in­
dependent audits.
Generally those elected are without 
previous education or experience and 
mostly are not qualified to do any audit­
ing work. The auditing is inclined to 
become a farce because of the incom­
petence of those selected.
Frequently the auditors are elected 
on the same ticket as the tax collector, 
controller, or treasurer, whose accounts 
they are expected to audit. When it is 
realized that all of the candidates on 
the election ticket usually travel about 
to the same meetings, making political 
speeches and helping each other get 
elected, an idea of how independent 
and disinterested an audit made by 
such auditors is likely to be is readily 
obtained. Occasionally an auditor is 
elected who has some qualifications for 
this work, but this is very rare.
Elected Auditors in Pennsylvania
For many years, for example, it has 
been customary in Pennsylvania 8 to 
elect auditors in counties, boroughs, 
and first- and second-class townships. 
8 Report of committee on local government 
accounting, William H. Welcker, C.P.A., chair­
man, submitted to annual meeting of Pennsyl­
vania Institute of Certified Public Accountants, 
June, 1938.
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The election of three auditors for each 
county is provided for in the state 
constitution and the law requires three 
to be elected in the other districts men­
tioned.
The only apparent justification of 
such an arrangement is the multiplica­
tion of jobs. However, the chance of 
getting one qualified person out of the 
three elected exists. Where this happens, 
it is natural enough for the incompetent 
ones to depend upon the experienced 
one who has to assume full responsi­
bility and do all of the work.
Where a controller is elected, the 
auditing of county accounts has been 
delegated to this official and the same is 
true in third class cities having a city 
controller.
The reports filed by the elected 
auditors, without much exception, show 
their general lack of experience and 
knowledge of their duties. The best 
estimate of the work of these auditors 
and the status of accounting and audit­
ing in their local governments has been 
given in the report of a local government 
survey.9
9The Pennsylvania Local Government Sur­
vey, published by the American Philosophical 
Society, New Series — Volume XXV, April, 
1935.
One of the auditors admitted that 
this method of auditing counties was 
excessively expensive and inefficient. 
“The elective process is poorly adapted 
to securing competent auditors. Small 
counties, where a controller would be 
inadvisable, could hire the services of 
an independent auditing company or 
auditor. It would be far cheaper and 
better.
“The city controller, like the treas­
urer, is elected by the people and is by 
law required to be a ‘competent ac­
countant.’ In some cases he is so 
qualified, but in many others, he is not 
an accountant at all, although he may 
have had a little experience in book­
keeping.”
The Pennsylvania survey reported 
that “the amount of work involved in 
most cities is not sufficient to justify 
the full-time services of a competent 
man and, for that reason, council should 
be permitted to employ an expert ac­
countant on a part-time basis.”
“Irregularities are commonly over­
looked by the auditors, many of whom 
only partially perform their own duties. 
In larger boroughs where the sums in­
volved are greater and the activities 
of the borough more varied, the lack 
of training, incompetence, and oc­
casional, but rare, dishonesty of the 
auditors have more serious results.
“What is the type of auditing person­
nel obtained under the elective system? 
In twenty Pennsylvania townships 
where information relating to the oc­
cupations of the sixty auditors re­
sponsible for local auditing, was ob­
tained, the following occupations were 
included: store, railway, unemployed, 
factory, and ledger clerks, 12; coal 
miners, 6; bank teller, cashier, and 
messenger, 7; auditors for private 
firms, 3; chemists, 3; mill foreman, 3; 
carpenters, 2; painters, 2; printers, 2; 
housewife, 2; laborer, 2; accountants, 
2; and one each of the following occu­
pations: retail baker, shipper, manager 
of specialty shop, farmer, bricklayer, 
cost estimator, bookkeeper, boilermaker, 
manufacturer, fruit grower, sales manag­
er, treasurer of private concern, and 
trucker.
“Their occupations indicate that 
only fifty per cent of their number have 
had any prior accounting, bookkeeping, 
or auditing experience. It is significant 
that those who have had some prior 
bookkeeping experience are distributed 
among only twelve of the twenty units, 
the books of the remaining townships 
being audited by men who, as far as 
their occupations indicate, are un­
qualified to perform such duty. Whether 
a simplified accounting system com­
bined with state supervision would 
permit of an acceptable audit by such 
men is a question that only actual 
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practice could verify. The annual audit­
ing of township accounts by trained 
accountants is the only solution that 
can be unreservedly recommended.”
Illinois Pre-audit and 
Post-audit Experience
The auditing policies in the various 
states are not uniform, and even within 
the state there is much confusion, and 
few have a uniform policy for auditing 
the various public bodies. The ex­
perience in Illinois 10 is fairly illustra­
tive of the lack of uniformity in this 
regard. For instance, each county with 
a population between 75,000 and 300,- 
000 is required by law to elect a county 
auditor, who is assigned extensive 
duties with respect both to the pre­
audit and post-audit. Only thirteen out 
of a total of 102 counties, however, 
belong in the above classification. 
Where there is no elective auditor, the 
board appoints a competent auditor to 
make a post-audit.
10 Control of Expenditures in the Local Gov­
ernmental Units of Illinois, by H. K. Allen. 
Bureau of Business Research, University of 
Illinois, Urbana. July, 1940.
The pre-audit responsibility is di­
vided among numerous county officials 
and the county board. According to a 
recent survey 10 of the local government 
situation in reference to the question 
of external post-audits:
“The inadequacy of many of the 
audits is attested by the periodical 
disclosures of defalcations that occurred 
over a period of several years prior to 
detection. An audit of one county in 
Illinois . . . disclosed that two county 
treasurers had misappropriated $600,- 
000 of county funds between 1918 and 
1933. Because the Illinois statute of 
limitations against a crime of this type 
had expired, the defaulting officials 
could not be prosecuted. In another 
case, the county clerk incurred a short­
age of $534,000 between 1910 and 1934, 
but the defalcation was not discovered 
until 1935. Other similar cases of em­
bezzlement could be cited, but these 
are sufficient to indicate serious defects 
in county audits.”
The article goes on to say that “low 
fees and competitive bidding have 
largely prevented independent audits, 
and recommends that counties and 
other local units of government should 
be free to select a reputable auditor at 
a price commensurate with the quality 
of service that is required of a good 
audit.” Further that the office of county 
auditor should be made competitive 
rather than elective.
In connection with the treatment of 
school districts, the Illinois report 
states that:
“Many of the large districts have 
comprehensive audits made by inde­
pendent outside agencies, but the 
smaller districts seldom have such 
audits. A large majority of the school 
districts therefore are not audited by 
disinterested persons.
“Many of the larger cities follow the 
practice of having an annual post-audit 
by an outside auditor, but a large 
number operate over a long period with­
out such an audit. In cities and villages 
that have the commission form of gov­
ernment the council is required to have 
a full and complete examination of all 
books and accounts made by a compe­
tent accountant at the end of each 
year. Shortages that have recently been 
discovered indicate the need for a better 
system of municipal audits.”
The Demand for Independent 
Audits
From the above we conclude that the 
demand for independent audits has 
been met by a number of the states in 
the working out of a complete system 
which will enable accountants to qualify 
for the audits referred to. The provisions 
of legislative enactments of these states 
set up a definite system for insuring:
1. That the audits will be independent;
2. That the auditors appointed will be 
qualified;
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3. That they will follow out a prescribed 
system laid down by the state de­
partment, which is given the au­
thority of standardizing the auditing 
procedure, and such other regula­
tions of local government as may be 
required by statute;
4. That they will be available for 
public inspection through the filing 
of copies with the local governing 
body and at the state capital.
Such audits are largely independent 
and serve their purpose as such. They 
have met the challenge in connection 
with the demand for independent 
audits and the selection of independent 
auditors, and it would seem beyond a 
doubt, that all reasonable expectations 
on the part of taxpayers and state 
regulatory officials had been fully com­
plied with.
Outside of those referred to as having 
independent examinations, the other 
states will have to be classified in a 
group which does not have satisfactory 
audits, either because the auditor is 
not independent, he lacks qualifica­
tions, or else the audit is not uniform 
or complete.
All of the municipalities are not 
audited. The condition is due to 
legislative indifference or lethargy of 
the citizens themselves.
Obstacles to Independent Auditing
The members of legislative bodies 
appear to have a misconception of what 
is meant by auditing and, in many 
of the instances where legislation has 
been passed, they have given no con­
sideration to the importance of making 
an audit independent. Generally the 
question has been solved in their minds 
by an appointment of a controller and 
they have had no better knowledge of 
what a controller should do than they 
have had of the value of an independent 
audit. They have generally put down 
all controllers and accountants as 
auditors, or bookkeepers, and when a 
controller or auditor was elected as 
either a state official or as a local 
official, he was supposed to be a quali­
fied auditor even though the person 
selected by the politicians may have 
had no previous education or ex­
perience.
Lack of Education
Public opinion is slow in developing 
and it requires much education of the 
public before demands are created for 
reforms of antiquated procedure.
For instance, the State of Connecti­
cut was, until 1939, in the class of those 
states having a very unsatisfactory sys­
tem of auditing. It required the graft 
disclosures involving the officials of the 
City of Waterbury to create the senti­
ment for a uniform audit law in that 
state. In the other states where such 
regulations have been heretofore passed, 
there have been doubtless other occur­
rences which prompted the legislatures 
to approve the much needed reforms.
The education, however, is not lim­
ited to the public, which is not stirred 
up easily unless a scandal occurs. Edu­
cation of public officials may very well 
result in a demand for better auditing 
and more independent auditing through­
out the country.
In 1933, the National Committee on 
Municipal Accounting began consider­
ing the various phases of municipal pro­
cedure. They have perhaps done more 
in the few years since that date to 
crystalize opinion and inaugurate re­
forms than any other agency.
The Municipal Finance Officers’ Asso­
ciation of the United States and Canada, 
at its annual meetings and through its 
publications, has also consistently ad­
vocated independent audits by public 
accountants.
There would seem to be a remarkable 
opportunity offered to the American 
Institute of Accountants to line up its 
support in favor of independent audits 
of the public bodies by qualified ac­
countants in every state.
The movement toward state auditing 
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should be confined to a department 
regulating the local auditing, the actual 
auditing work being in the hands of 
independent public accountants.
We conclude by reminding you of the 
constructive suggestions of Carl H. 
Chatters 11 on this subject:
11 Carl H. Chatters, former auditor and direc­
tor of finance of the City of Flint, Michigan, 
and now executive director of the Municipal 
Finance Officers’ Association of the United 
States and Canada, The Accountants Digest, 
Vol. 1, No. 3, March, 1936. Page 299.
“There are several points of mis­
understanding between municipalities 
and accountants. You say that the 
jobs are political and you do not like 
the fact that you have to bid to get 
municipal jobs. On the other hand, the 
officials often feel that the accounting 
work is incomplete. The most common 
criticism is that one auditor will make 
suggestions for changes of system and 
the next year a succeeding auditor 
comes in and makes contrary recom­
mendations. Another point of criticism 
is that accountants fail to understand 
the difference between municipal ac­
counting and their other accounting 
practice.
“The greatest help in doing away 
with these criticisms is to have some 
standards and some principles upon 
which the public officials and the ac­
countants can agree. Then the officials 
who are critical of the auditors or the 
auditors critical of the officials, could 
have some justifiable basis for their 
opinions. Now it is difficult to tell who 
is right. The audits should be more con­
structive, more thought given to the 
formulation of better accounting plans, 
and more work done that will bring 
about better budget control, with less 
emphasis on the audit as merely a means 
of discovering shortages.
“One of the big arguments among 
your own groups is the question of 
how far the state shall go in controlling 
municipal accounting, and whether the 
state itself should enter into accounting 
practice and audit local bodies. The 
first argument in favor of supervision 
by the state or state audits is that the 
state employees have a more accurate 11
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knowledge of municipal law. There is, 
of course, the danger of standardized 
stupidity, as well as standardized in­
telligence. Some argue that the cost will 
be lower if the audit is performed by a 
state body. Others say that the state 
should require an audit of local ac­
counts where the state is granting aid 
to the local governments. Then, too, 
the federal government sends in its 
auditors to audit the accounts of local 
bodies using federal P.W.A. funds. If 
one audit could be made properly, it 
ought to take care of all these things.
“On the other hand, there are cer­
tain arguments against a state system 
of auditing. The first is that an audit 
by the state tends to become purely 
legalistic and to overlook other im­
portant factors. Others say that the 
state may not have a competent staff 
to do the work, because of politics on 
the one hand and low fixed salaries on 
the other. In many cases the state agen­
cies are no more qualified to check the 
localities than the localities are to 
check themselves.
“My own opinion on the question is 
this: I believe there should be in every 
state a state agency to deal with 
municipal affairs. Particularly where 
municipalities are having difficulties 
with their finances, we do need a central 
state agency to deal intelligently and 
cooperatively with municipal affairs. 
If there is a system by which the state 
audits local bodies it should not exclude 
auditing by independent accountants.
“Some control can be exercised by 
licensing municipal accountants or re­
quiring them to pass a special examina­
tion. The state agency could prescribe 
the reports which the municipalities 
themselves must file. They should re­
view the reports of private accountants, 
to be certain that all reports are up to 
a required standard. The state should 
have a small accounting staff, able to 
make supplemental or special audits 
where occasion demands.
“On the other hand, the bulk of the 
auditing to check the fidelity of the 
operation of the public officials should 
be done by private accountants. The 
accountants should be able to establish 
a system of accounting for a local com­
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munity which will be usable by the 
operating executives. He should be 
trained to the point where he can act as 
a financial adviser of the municipality.”
The preceding advice comes from a 
very practical man. One who has served 
as director of finance of a large city in 
addition to being the executive director 
for many years of the Municipal Fi­
nance Officers’ Association of the United 
States and Canada. We therefore be­
lieve that the advice is worth calling to 
the attention of the members of the 
American Institute of Accountants, and 
it seems that it would be quite proper 
for the Institute—through its members, 
the state societies in every state, and 
through its extensive and close connec­
tions with representative business and 
professional groups everywhere—to do 
something which would foster the 
question of independent audits of pub­
lic bodies. The Institute is now engaged 
in various kinds of activities which will 
assist the members of the profession. 
Would it not be opportune to engage 
actively in this?
It would not only be an outstanding 
public accomplishment, but also a tre­
mendous benefit to the profession for us 
to give some consideration to the ques­
tion of the field of municipal auditing. 
Considering the conditions in the vari­
ous sections of our country, should we 
not propose a uniform law, which would 
be practical for adoption in the states 
which are now unacquainted with in­
dependent audits?
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Municipal Financial Reports from the Standpoint 
of Investors in Municipal Securities
By John S. Linen, New York
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T
he past decade has witnessed 
major improvements and addi­
tions in the field of municipal re­
ports on finances. During this time 
weaknesses and shortcomings in gov­
ernment fiscal policies not commonly 
realized, made themselves known. Im­
proved accounting technique, as well as 
a wider range of subjects, is now found 
in the more formal and comprehensive 
annual reports or audits. This is neces­
sary for an intelligent analysis and un­
derstanding of the credit position of 
the municipality under review. There 
are of course other factors and consid­
erations which enter into the final judg­
ment, but an adequate portrayal of the 
financial condition is essential to a 
sound conclusion.
I am not an accountant. I must talk 
with you, therefore, not as an expert, 
but one who seeks financial information 
from municipal reports and endeavors 
to understand them. In spite of the 
progress which has been made there 
are still many difficulties encountered.
Those of us who are in the business of 
underwriting municipal bond issues 
have the problem of satisfying our­
selves before we attempt to satisfy 
prospective investors regarding the 
economic and financial soundness of 
numerous municipal credits. Circulars 
must be prepared for the sale of such 
bonds and the availability of adequate 
and complete figures in an official 
report is not alone a convenience, but 
of such value on occasions as to justify 
the underwriter or dealer in paying a 
higher price for the bonds.
Independent Audits
Members of your profession are 
called upon from time to time to audit 
the accounts of municipalities. Some­
times we see such reports, but this, you 
may be surprised to learn, is on quite 
rare occasions. The reason is not be­
cause the municipality wishes to with­
hold the information, but because it is 
usually considered superfluous or un­
necessary.
Fortunately, in my judgment, the 
practice is growing throughout the 
country of requiring independent audits 
of municipal accounts. There is no more 
reason why municipal accounts should 
not be checked and verified than those 
of private corporations. In some states, 
however, this protection is provided in 
some measure by state bureaus or de­
partments which are charged with this 
responsibility.
In either case an audit of this char­
acter is likely to appear quite volumi­
nous and contains necessarily a great 
deal of detail which is of no direct 
interest, under normal circumstances, 
to the investment dealer. This is in no 
sense a criticism of the audit unless it 
might be that the summarizing of the 
essential information in a brief, clear 
statement of the facts would make 
many audits far more intelligible and 
useful to the public generally as well as 
the investment dealer. Critical or con­
structive comments in the letter of 
transmittal or introduction can on occa­
sions be both enlightening and valuable 
to the reader as well as to the public 
body for whom the audit is made.
Uniform Reports Desired
The investment banker who special­
izes in municipal bonds has a concern 
with respect to municipal accounting 
systems and municipal financial re­
ports which varies little from that of the 
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taxpayer or the citizen interested in 
good government. He wants to know 
about a municipality’s financial transac­
tions, financial position, financial trends, 
and financial plans. He is interested, 
therefore, in a sound, comprehensive 
system of budget making and budget 
control; in a system of accounts which 
ties in with the budget and sets forth 
a municipality’s financial transactions 
with completeness and clarity; in an 
audit which supports the accuracy of 
the accounts; and in published financial 
reports which summarize adequately a 
municipality’s financial operations and 
its debt position in relation to its assets 
in a manner which is reasonably in­
telligible.
The American Institute of Account­
ants has had, I know, a most helpful 
and cooperative attitude in working for 
improved practices and standards in 
the field of municipal accounting. The 
chairman of this meeting and his asso­
ciates have rendered a service of great 
value as members of the National Com­
mittee on Municipal Accounting. From 
the sidelines I have observed with keen 
interest some of the splendid contribu­
tions which this committee has made 
towards a better standardization of 
terms and practices which in times past 
have proved so confusing, especially 
to the uninitiated.
The investment banker has a very 
genuine interest in the work of the 
National Committee on Municipal Ac­
counting, as it seeks to formulate a 
standard system of municipal accounts 
and work out a standard set of account­
ing statements. His interest is a prac­
tical rather than a purely academic one, 
moreover, because of the obstacles to 
municipal financial analysis which are 
now imposed by the lack of uniformity 
in accounting and reporting standards 
throughout the country.
One who has followed the trend of 
municipal financial accounting and re­
porting over the past several years 
knows that some cities are outstanding 
in the high standards which they main­
tain ; that there has been a very marked 
improvement in the extent and quality 
of financial reporting; and that there 
has been some rather noteworthy prog­
ress in accounting standards. Boston 
and Providence deserve to be men­
tioned among the large cities which very 
recently have substituted excellent ac­
counting systems for systems that were 
defective or outmoded. New York City 
is now in the process of installing a more 
modern system of accounts. This will 
result in greater efficiency as well as 
simplification.
But it is still unfortunately true that 
not only is there no general acceptance 
of a standard system of municipal ac­
counts throughout the country, but in 
very few states has there ever been 
state-wide standardization on an ac­
ceptable basis. Cities generally are still 
on a go-as-you-please basis in so far as 
accounting and reporting systems are 
concerned, and when it comes to coun­
ties the majority appear to have made 
little progress in the past generation or 
more.
The investment banker has no illu­
sions about the ready attainability of 
nationwide standards for municipal 
accounts and reports. Under the cher­
ished principles of local self-govern­
ment it is likely to be a long and some­
times discouraging process. But it does 
seem reasonable that certain minimum 
standards could be followed universally 
—could be agreed upon and insisted 
upon as essential to the soundness of 
local government throughout the coun­
try.
Sources of Information
Information sought by investment 
dealers is for two purposes. The first is 
to satisfy themselves as to the economic 
soundness and financial stability of the 
municipal unit under consideration and 
to have adequate authoritative factual 
data at hand so that this may be made 
available to prospective purchasers. 
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The second purpose is the securing of 
essential information for the prepara­
tion of an offering circular. The offering 
circular usually follows a rather pre­
scribed form and does not include or 
even touch upon some of the supple­
mental information.
While a few of the larger institu­
tional investors make independent in­
vestigations, most of the investors in 
municipal bonds rely upon information 
supplied by the investment dealers. 
This information is contained in mu­
nicipal circulars and supplemental ma­
terial which on occasions may be made 
available. The service agencies such as 
Moody’s Investors’ Service, Standard 
Statistics, the Commercial and Finan­
cial Chronicle “State and Municipal 
Compendium,” etc., provide valuable 
statistics in their manuals and reports. 
There is another source of information 
widely used by investment dealers and 
institutional investors upon which a 
good deal of reliance is placed. This is 
the special service provided by the 
municipal research department of Dun 
& Bradstreet. Dr. Frederick L. Bird, 
who is in charge of this division, has 
gained for himself a position of high 
respect among municipal dealers. You 
will be interested to know that this de­
partment endeavors wherever possible 
to obtain copies of independent audits 
as well as official reports, in analyzing 
the financial condition of municipal 
units.
This Dun & Bradstreet service an­
alyzes municipal reports and presents 
the results in a standard pattern with 
explanatory comment and interpretive 
observations, with the result that com­
plicated statements are greatly clari­
fied. In order that you might have the 
benefit of the reflections of one who has 
had a far broader and more diversified 
experience than I have in reviewing 
municipal reports, I asked Dr. Bird if 
he would be good enough to cite a few 
specific cases that might be profitably 
discussed. He responded generously, 
and I make acknowledgment to him for 
some of the statistical studies and il­
lustrations to which I will later refer.
There is certain information which is 
always expected to be found in munici­
pal circular presentations, some of 
which may deserve special comment. 
This information is usually supplied 
officially by the municipality at the 
time when some financing is in con­
templation. Such information should 
be prepared by the municipality and 
available to any prospective bidders 
upon inquiry.
Instead of attempting to comment 
upon a large number of items, it will 
be more profitable, I feel sure, to dis­
cuss a few of the more difficult ones 
in sufficient detail to clear away some 
of the present ambiguities. There is 
some information which, although im­
portant, it is hardly reasonable to ex­
pect independent accountants to se­
cure, as the scope of the audit which 
they are engaged to make does not con­
template studies that may be necessary 
if an informed opinion is to be rendered 
on such subjects. Yet failure to make 
some reference to a condition which 
should be studied or reported upon 
may result in some persons reaching en­
tirely unwarranted conclusions. It is 
in such situations that the value of an 
independent audit with comments can 
manifest itself, as official reports from 
municipal governments, even though 
thorough in their content, are fre­
quently not sufficiently informative.
Assessed Valuation of Taxable 
Real Property
To be more specific, let us consider 
the subject of the officially assessed 
value of taxable real property in rela­
tion to the actual or fair market valua­
tions of such property. In the large ma­
jority of cases there is no reason to be 
concerned on this subject. The great 
advantage of sound accounting pro­
cedure, however, is the disclosure of 
hidden or half hidden weaknesses or
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faults which might otherwise go un­
noticed. It is the custom of most munic­
ipal units to list the estimated “actual ” 
or “true” value of taxable real prop­
erty. In those instances where the as­
sessed value is substantially below the 
estimated actual value there is not 
usually much reason to check the ques­
tion further. Where, however, the as­
sessed and actual values are the same, 
and this is frequently the case as the 
law in some states requires that taxable 
property shall be assessed at the full 
value for purposes of taxation, it is well 
to determine if there is any wide vari­
ance in local opinion regarding the fair­
ness or reasonableness of the assessed 
valuations.
This is one of those subjects where it 
is easy to criticize but difficult to pre­
scribe an effective remedy. It is no sim­
ple task to determine what is the fair or 
reasonable value of widely scattered 
and diversified types of real estate.
As real property represents the most 
important source of income and affords 
the principal security for the payment 
of municipal bonds (I would except 
state bonds here as they are usually 
supported largely by other revenues) 
the accurate appraisal of such property 
can in some cases become a vital con­
sideration. It is a matter which, in prin­
ciple, should be adequately answered in 
the financial statement, but which in 
experience is frequently not so an­
swered.
The fault is not essentially with the 
accounting procedure, but rather with 
the cumbersome assessment formali­
ties. There is a lack of uniformity in as­
sessing real property, not only within 
the same states, but frequently within 
the same county. A county may be as­
sessed on one basis, a city within the 
county on another, and a school district 
within the city on still another. This is 
not only confusing, but makes ex­
tremely .difficult the determination of 
debt ratios and satisfactory compari­
sons.
Progress is being made in developing 
more uniform standards for assessing 
real property and the National Associ­
ation of Assessing Officers has, I am 
told, been responsible for constructive 
recommendations. As frequently hap­
pens, however, after developing a work­
able system by much labor and effort, 
the resistance offered to new ideas and 
methods sadly delays the adoption of 
greatly improved procedure and tech­
nique.
In addition to human inertia there 
are other practical reasons why there is 
an indisposition on the part of public 
officials to adjust assessed values down­
ward even when they know this should 
be done. There is undoubtedly in many 
instances an honest expectation, where 
values have been slipping, that time 
will shortly correct the margin of error 
by producing an improving trend in the 
demand for and value of such proper­
ties. More important than this opti­
mism is the effect of reduced assessed 
values upon the debt margin and the 
revenue budget where legal limitations 
so prescribe. Both debt and tax limita­
tions are usually applied in relation to 
the assessed valuation of taxable real 
property. Tax limitations on occasions 
apply not only to revenues for operating 
purposes, but to debt service as well.
It should be understood that exces­
sive valuations where tax limitations 
must be dealt with, especially when 
such limitations are constitutional and 
not statutory, may result in serious diffi­
culties. If the tax limit includes both 
debt service and operating costs the 
whole structure of security of the out­
standing debt is undermined. If it ap­
plies only to operating costs, problems 
are apt to develop in the current oper­
ations. Therefore, where tax limits exist 
the extent of their application should 
be determined, as should also the mar­
gin still available within the limitation 
and the effect upon needed income of 




Combined or Overlapping Debt
Brief reference should, I believe, be 
made to combined or overlapping debt. 
It is seldom that a municipal financial 
statement gives as much information 
on this subject as is desirable. A com­
plete statement of the debt position of 
the municipality may be supplied, but 
this many times does not reflect satis­
factorily the combined debt burden 
which the taxable assets must support 
and service. Only when the indebted­
ness of the municipality, plus the pro­
portionate share of the indebtedness of 
overlapping areas or districts which the 
same taxable property must support, is 
made available can a proper under­
standing be had of the extent to which 
indebtedness may be a reasonable or 
excessive burden upon the taxpayers. 
As such debt represents the indebted­
ness of several public agencies or polit­
ical subdivisions, it is not always a sim­
ple matter to obtain an accurate and 
up-to-date statement. Where there is an 
office in the state government which 
keeps rather fully advised on the debt 
position of the various political subdivi­
sions within the state, this information 
can be secured much more readily than 
when each independent unit must be 
dealt with separately. Usually the 
municipality interested in selling new 
bonds in preparing a financial state­
ment of this character can secure this 
information from the other local politi­
cal subdivisions, and this as a matter 
of policy should be done wherever pos­
sible. Even approximate figures, which 
can be reported as such, if officially 
given, are very helpful when accurate 
figures cannot be secured.
Tax Data
The matter of reporting on tax col­
lections is a somewhat larger subject 
than is frequently recognized by munic­
ipal officials and the different methods 
of reporting lead to confusion and un­
certainty.
In addition to reporting the actual 
collections against the current tax levy 
and, separately, the collections against 
delinquent taxes, the following' sub­
jects are frequently dealt with much too 
casually if an accurate understanding is 
to be obtained by the person seeking tax 
information.
In reporting the transfer of tax de­
linquencies to tax title liens it some­
times appears that the delinquent taxes 
were collected in cash form instead of 
showing clearly that the property was 
transferred.
The reporting of tax liens on occa­
sions includes, in addition to liens, fore­
closed properties as well, all as one 
item. More frequently tax liens are re­
ported alone and no indication is given 
of foreclosed property held. At other 
times liens are reported in principal 
amount only, or interest and costs are 
included without so indicating.
The removal of property from the 
assessment rolls, upon which foreclo­
sure proceedings have been completed, 
is sometimes delayed intentionally; 
thereby maintaining assessed values at 
a higher figure than is correct.
Tax abatements are not reported on 
occasions. Thus they sometimes appear 
as an asset in the form of uncollected 
taxes.
Report on 100 Cities
I referred some time ago to minimum 
standards which it seemed might be 
reasonably agreed upon. What are 
some of the subminimum conditions 
which the investment banker encoun­
ters when he endeavors, for the protec­
tion of his institution and his clients, to 
analyze a municipal financial situation 
on the basis of available records? One 
hundred large cities of over 50,000 pop­
ulation have been selected for purposes 
of illustration. Cities of considerable 
size have been chosen because they 
seem to be in a position to offer the 
best in the way of accounting and re­
porting adequacy.
217
Extensions of Auditing Procedure
In the first place, 21 of the 100 pub­
lish no annual financial reports, except 
possibly a newspaper summary or a 
four-page folder with a few statistics. 
Thus one fifth of these larger cities pro­
vide the analyst no readily available 
basic material to work with.
Of the 79 published annual reports, 
only 47 can be classified as good reports. 
This does not mean that all 47 measure 
up to high standards of financial re­
porting as to arrangement, clarity, etc., 
but that these reports do provide most 
of the necessary basic data if one digs 
hard enough to find them.
Among the data which it is impor­
tant for a banker to have are the facts 
regarding a municipality’s current as­
sets and liabilities. Short-term loans 
cannot be made wisely without such in­
formation and an accurate knowledge 
of the operating account for the past 
several years is of distinct value in as­
certaining the trend, which at times is a 
matter of considerable significance. Yet 
of the 100 cities 26 have no current-ac­
count balance-sheets at all and 10 more 
carry hybrid balance-sheets which are 
such a mixture of capital and current 
items as to be relatively uninformative. 
In other words, 36 per cent of these 100 
cities do not afford adequate means to 
the banker or to the public for checking 
their financial positions at the close of 
the fiscal year.
About 36 of the 100 may be said to 
have accounting systems that are either 
so inadequate or so cumbersome that 
they fail to meet the minimum of clar­
ity necessary to permit a satisfactory 
appraisal of their finances. In attempt­
ing to define an “inadequate system of 
accounts,” it might be added that the 
tests applied are not as severe as would 
be necessary under the standards es­
tablished by the National Committee 
on Municipal Accounting. Systems of 
accounts have been classified as inade­
quate here if they are characterized by 
any of the following: (a) no attempt at 
accrual accounting; (b) no reasonably 
intelligible current-account balance- 
sheet; (c) so many separate funds as to 
make for confusion; (d) failure to set up 
separate, clear-cut accounts for utili­
ties; (e) lack of good statements and 
schedules covering debt.
Legislative Handicaps
Accounting progress in some cities is 
thwarted by the antiquated require­
ments of state legislatures, which call 
for the maintenance of literally scores of 
separate funds, each often with its own 
tax rate. One Iowa city, for example, 
operates through forty-eight different 
funds and reports its over-all transac­
tions in an annual-receipts-and-disburse- 
ments statement which lumps together 
the current, capital, bond, and trust 
funds in a meaningless jumble. Long 
familiarity with such systems may make 
them informative to local officials and 
citizens, but they are practically unin­
telligible to the outside analyst.
Good Accounting Pays Dividends
The installation of improved account­
ing systems in some cities in recent 
years has not only facilitated interpre­
tation of their finances but has dis­
closed, and eliminated, errors or poor 
practices which had long remained 
concealed under former accounting 
procedures. One outstanding illustra­
tion is that of Worcester, Mass. In 1937 
the city adopted the system of accounts 
and setup of balance-sheets prescribed 
by the state, and in the process the 
state accountants discovered a revenue 
deficit of $1,500,000, which the city 
cared for adequately by a funding bond 
issue. Progress of this sort is most en­
couraging, but at the same time it 
leaves one in a questioning state of 
mind regarding the situation in cities 
and counties still fumbling under anti­
quated fiscal arrangements.
Provision for Debt Service
Investment bankers are particularly 
interested in those sections of municipal 
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financial records and reports which deal 
with bonds outstanding and provisions 
for payment. Here again the records of 
many municipalities are so complete 
and so readily available that one hesi­
tates to complain about the minority of 
failures. Yet it is true that in a sizable 
minority of even relatively large cities 
the available data on debt are so inade­
quate as to suggest that local officials 
do no long-term financial planning 
whatever. Among the more rudimen­
tary and fundamental of shortcomings 
to be noted are the absence of complete 
bond maturity schedules, of summary 
statements of debt broken down ade­
quately as to purpose, and of informa­
tive sinking-fund data. Audits fre­
quently do not extend to determination 
of the sufficiency of sinking-fund re­
serves, and it seems to come as a sur­
prise to many city officials that inves­
tors are vitally interested in the precise 
nature of sinking-fund investments.
Comparisons of Value
Experience has shown that it is well 
to observe the trend of both operating 
and capital figures. Comparative fig­
ures over a period of years are therefore 
highly desirable. The “Report on Fi­
nances” issued by the City of Miami, 
Florida, is an excellent example of a 
report which includes valuable com­
parison tables and, because of its con­
tents and simplicity, finds high favor 
with the careful analyst.
Value of Independent Audits
One of the most hopeful means of 
producing progress in raising and uni­
fying standards of municipal account­
ing and financial reporting, would ap­
pear to be a more universal use by public 
bodies of independent audits by quali­
fied accountants. The degree of hope­
fulness in such a development, however, 
depends entirely on the qualifications 
of the auditors and on their feeling of 
responsibility for the establishment and 
maintenance of high standards.
The mere fact that a municipality 
has an independent audit periodically 
of its accounts carries no assurance of 
accounting progress. Too many so- 
called audits are nothing but a perfunc­
tory counting of cash and checking of 
figures. It seems clear, also, from scrutiny 
of numerous independent audits, that 
some accountants have never heard of 
the National Committee on Municipal 
Accounting and its years of work to 
agree upon methods and standards. In 
some instances new systems have been 
installed which fail to meet even the 
minimum of acceptability, while in 
others the perfunctory auditing of con­
fused, uninformative accounts con­
tinues year after year, apparently with­
out a suggestion from the accountant as 
to ways and means of improvement.
A Few Examples
It occurs to me that a few specific il­
lustrations might be more profitable 
than general comments. I will therefore 
briefly refer to a few.
Columbia, South Carolina, has audits 
made faithfully annually and oftener. 
The city has a water system, financed 
partially with revenue bonds and with 
water revenues pledged for payment. 
Bankers and investors naturally are 
interested in clear-cut, separate oper­
ating and balance-sheet statements of 
the water department. Yet water de­
partment finances are so intermingled 
with general fund finances in the audit 
that it is impossible to determine pre­
cisely what the department’s financial 
situation is from year to year and why 
inadequate appropriations are made to 
the water-bond sinking fund.
Savannah, Georgia—The only bal­
ance-sheet is a hybrid mixture of cap­
ital and current items.
No central general fund revenue-and- 
expense statement and no general fund 
balance-sheet.
Current operations are presented 
in from twelve to fifteen separate 
segmentary receipts-and-disbursements 
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statements, about eight of which would 
normally form a general fund. There 
are many discrepancies between open­
ing and closing cash balances because of 
transfers which do not show in the 
audit.
To make a satisfactory consolidated 
statement from the above it is neces­
sary to go to the controller’s books, 
—the auditor’s figures are not adequate.
With respect to debt, there is no 
break-down of bond issues—just one 
single figure—and there is no bond ma­
turity schedule. For the former it is 
necessary for the investigator to go to 
the controller’s bond records; for the 
latter, to the original bond ordinances.
Greensboro, North Carolina—This au­
dit illustrates how one can be, in many 
respects, very thorough and complete 
and yet be uninformative on a few im­
portant points. In Greensboro the spe­
cial-assessment account happens to be 
especially important from a credit an­
gle. From the audit, however, it is im­
possible to determine the amount of 
special assessments collected in any 
year. Also there is no special-assessment 
balance-sheet. With respect to the gen­
eral fund, the statement of revenue and 
expense challenges interpretation and 
there is no general fund receipts-and- 
disbursements statement.
It would appear that the independent 
auditor has an almost unlimited oppor­
tunity for improving municipal ac­
counting methods and helping to es­
tablish uniformly high standards if he 
is willing to assume the responsibilities 
of adviser and constructive critic. In 
technical financial matters he should 
have a relation to the municipality sim­
ilar to that of the bond attorney in legal 
matters pertaining to finance. Perhaps 
nowhere is the value of such a relation­
ship so generally clear as in the State of 
New Jersey, where all municipalities 
must have their accounts audited 
periodically by certified public ac­
countants approved by a state board, 
which supervises local budgets and ac­
counts. As one goes through scores of 
the best audits in this state and notes 
the many constructive criticisms and 
suggestions incorporated in them it is 
impossible not to be impressed with the 
potentialities of such service for munici­
palities throughout the country.
One outstanding situation will serve 
as an illustration of the independent 
auditor’s function at its best—the City 
and County of San Francisco. Here one 
finds a combination of a system of ac­
counts which meets high standards, a 
controller’s annual report which is one 
of the best in the country, a controller 
who includes explanatory comment of 
utmost value, and independent auditors 
who exercise their full function and pre­
rogatives in clarification, suggestion, 
and advice.
Conclusion
I would like to conclude with the 
above favorable references. Although 
my remarks have included a good deal 
of critical comment, I believe we all 
need criticism as well as constructive 
thinking, vision, and encouragement if 
true progress is to be made. The Amer­
ican Institute of Accountants has given 
evidence of open-mindedness in seeking 
the views of one such as myself not 
versed in your profession. The oppor­
tunity for improved methods in the 
financial reports and audits for public 
bodies is a sufficient challenge to stim­
ulate action.
Fortunately, there are examples and 
models as well as standards and for­
mulas which pave the way for more 
uniform use and, I trust, adoption. Be­
cause assessed values on occasions intro­
duces one of the serious inaccuracies 
into municipal financial statements, I 
devoted considerable time to this sub­
ject. Your assistance is desired in deal­
ing with this problem as are also your 
comments when conditions obviously 
call for some warning signal.
Simplified current account state­
ments, information on overlapping in­
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debtedness, comparison of current and 
capital positions for a period of years, 
clear reports on tax data, and concise 
summaries of the more detailed figures 
giving essential information in a man­
ner which can be readily understood by 
persons inexperienced in accounting 
technique—appear to be most of the 
ingredients for the formula.
Explanatory comment or suggestions 
of possible shortcomings or omissions 
can, on occasions, be almost indis­
pensable. With the approach towards 
a greater uniformity and standardiza­
tion of reports, present obscurities will 
be eliminated automatically and the 
goal, which now appears so far away, in 
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B
roadly speaking, the objective in 
prequalification is a reasonably 
 accurate predetermination of the 
responsibility of prospective bidders. 
Contractors and those responsible for 
making awards have a common interest 
in this matter. Responsible contractors 
favor it in part because it has proved 
a pretty effective means of reducing the 
amount of speculative bidding, but 
more definitely because experience has 
demonstrated that it also effectively 
prevents them from overexpanding their 
activities.
It may be well to lay a bit of emphasis 
on the second of these aspects, for it 
is a fact that overexpansion in one form 
or another is responsible for a large 
percentage of the failures annually re­
ported in all lines of business. In the 
past it has been rather easier for a 
contractor to overexpand than it has 
been for men in most other businesses, 
and the result of his overexpanding has 
been, in general, more promptly fatal. 
The very ease with which, in the past, 
a contractor could bid in too great a 
volume of work and the fatal results of 
doing so have led thoughtful contractors 
actively to look for some reasonable 
method of reducing this tendency.
While responsible contractors favor 
prequalification, it is not unnatural for 
many of them to feel that in its applica­
tion to them, individually, there should 
be a liberal interpretation of the rules 
on which prequalification rests. If this 
attitude is to be effectively offset by 
counsels of caution, it is important that 
accountants appreciate that this domi­
nant objective in prequalification—that 
it does act as a definite deterrent to 
overexpansion—is of real and of direct 
value even to the most active operators 
working in this field. This being the 
case, the contractor is best served by 
his accountants when they assist him in 
obtaining a realistic view of his financial 
position. I am well aware that this is not 
always certain to be the most popular 
position an accountant can take. How­
ever, contractors, like other business­
men, are better served by exact informa­
tion conservatively evaluated than they 
are by information and comment which 
tends to encourage speculative activity.
From the standpoint of the awarding 
officer, prequalification is desirable be­
cause of the opportunity it affords for 
a calm evaluation of contractors’ respon­
sibilities and because it provides a sound 
basis for declining to receive bids from 
those who are not qualified financially 
or by experience or in other ways to 
undertake specific projects. Necessarily, 
the awarding officer must look further 
than the contractor’s balance-sheet if a 
correct appraisal of his responsibility 
is to be made. Nevertheless, his balance- 
sheet is of vital importance, for con­
tracting officers do not intentionally 
award work to the bonding companies. 
When an award is made, it may be 
assumed that the awarding officer be­
lieved that the contractor could and 
would finish the work himself. But if 
he is to be able to reach sound conclu­
sions as to a contractor’s financial 
position, the statements the contractor 
presents must be both sound and real­
istic. This involves the contractor’s 
accountants, and they should appreciate 
the use that is to be made of the financial 
reports they sponsor and the respon­
sibility they carry for seeing that these 
reports present both a clear and an 
accurate picture of the contractor’s 
ability to finance construction work.
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For two reasons stress has been placed 
on this matter of making reports both 
clear and realistic. The first of these— 
well known to all of you—is that a finan­
cial statement is not a statement of 
unquestionable fact. In many of its 
particulars, it is merely an intelligent 
estimate. It may, therefore, be intel­
ligently liberal or intelligently conserva­
tive without involving impropriety of 
any sort. It is evident that the report 
should avoid both of these extremes.
The second point is that if a financial 
statement is fully to serve the purposes 
here involved, the estimates of which it 
is so largely composed must be neither 
too liberal nor too conservative. It must 
protect the contractor and, at the same 
time, without encouraging the awarding 
officers to permit him to take too large 
a volume of work, avoid imposing un­
necessary restrictions on the volume of 
work he may be given.
While it is important that when an 
award is made it shall appear certain 
that the contractor can complete the 
work contemplated, it is also important 
that the restrictions placed on the 
volume of work which may be taken 
shall not be so severe as unduly to 
restrict competition. It may be urged 
that this is a matter of policy which is 
in the hands of the awarding officers 
and of those for whom they act. How­
ever, the fact remains that under any 
given set of conditions there is a fairly 
definite relationship between the liquid 
assets a contractor can command and 
the volume of work he can handle. It is 
at this point that the accountant’s 
judgment as to what a contractor’s 
financial position really is and, there­
fore, what he may safely undertake, 
becomes important both to the con­
tractor and to the awarding officer.
To illustrate one angle of this matter, 
if contractors were paid promptly every 
week for all of the work done and all of 
the materials delivered during the week, 
without a retent of any sort, all of the 
free cash they would need would be that 
required to bring their equipment to 
the job, to erect job buildings and other­
wise to prepare to start operations, plus 
enough to meet the first weekly pay­
roll. For most types of work this would 
be a very modest amount. On the other 
hand, if only work completed and in 
place is paid for and, as is customary, 
estimates are prepared only once every 
month, the cash required to maintain 
operations at a given rate is sharply 
increased. It is further increased if these 
monthly estimates are conservative— 
that is, if they generally understate the 
amount of work that has been accom­
plished. It is again increased if retents 
exceed the contractor’s profit in the job 
—as they usually do. Finally, the cash 
required is further, and very sharply, 
increased if estimates are not paid until 
from thirty to sixty, or perhaps ninety, 
days after the end of the estimating 
period.
Practices in regard to all of these 
matters differ widely as between local­
ities and as between organizations, a 
situation which is largely responsible 
for the wide differences that exist in the 
expressed opinions of well informed men 
as to what relation should exist between 
the working capital a contractor can 
command and the volume of work he 
may reasonably undertake. There is no 
such thing as a generally reasonable 
relationship between these two matters. 
Controlling factors such as these must 
be studied with a great deal of care by 
a contractor’s accountants before re­
liable conclusions can be reached as to 
what, for the conditions under which his 
work will be done, this relationship 
should be.
It may be observed that when a state 
highway department or other organiza­
tion that is handling a large volume of 
construction work undertakes the pre­
qualification of prospective bidders, one 
of the first things to which it must give 
careful and thorough consideration is 
this very matter of what, under its 
practices as to estimating, as to retents, 
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as to paying approved estimates, and 
as to other factors of importance the 
ratio between the working capital avail­
able to a contractor and volume of work 
he should be permitted to take should 
be. The differences that exist, as be­
tween the prequalification practices of 
the various state highway departments, 
are largely due to differences in their 
average practice as to these very mat­
ters. This again emphasizes the impor­
tance of accountants knowing in detail all 
of the conditions under which the con­
tractors are operating, as this knowledge 
is bound greatly to influence the advice 
they give.
It is assumed as a matter of course 
that accountants, more fully than men 
in other professions, realize that con­
tracting requires working capital. Pre­
qualification practices usually fix some 
relationship between working capital, 
that is, cash available and assets readily 
converted into cash, and the volume of 
work that a contractor may have in 
hand at any time, though this relation­
ship will be found to differ from state 
to state for the reasons just stated and 
for others it has not seemed important 
to mention. They also differ in their 
conclusions as to what things will be 
rated as current assets and as to what, 
if any, influence fixed assets will be 
allowed to have in determining the 
volume of work a contractor will be 
permitted to undertake. These differ­
ences are natural enough. It has been 
remarked that in the ordinary conduct 
of any type of business working capital 
is a prime requisite. The objective is a 
fair determination of what assets other 
than cash are in such form as to warrant 
the presumption that they can be 
promptly converted into cash when and 
if that becomes necessary. A contractor’s 
fixed assets must also be considered. 
However, in the matter of fixed assets, 
and their use in deciding how much work 
a contractor can safely carry, the prob­
lem, obviously, is not “What are they 
worth? ” but “What can be borrowed on 
them if the need arises?” or to put it a 
little differently “To what extent can 
they be made to provide working capi­
tal if and when additional working 
capital is needed?”
Many of the differences that exist 
between the various plans under which 
contractors are now prequalified result 
from differences in the conclusions that 
have been reached on points of this kind. 
Cash in hand and in bank is, of course, 
universally accepted as a current asset. 
It is customary, also, to accept as 
current assets approved estimates that 
are due but unpaid. Sometimes, in the 
interest of greater accuracy, “work 
performed but not yet estimated” will 
be accepted as a current asset. Notes 
receivable within some reasonable period 
are also as a rule accepted at face value 
as current assets. But as to the last 
three items it is well to observe that an 
assumption is made, the assumption 
that the conversion into cash will take 
place at least approximately as planned, 
and at book value. Obviously, if liquida­
tion of such assets is slow, the affected 
asset is not as current as had been 
expected. We are passing from the realm 
of fact—cash in hand—into the field of 
assumption. Business is transacted in 
this way—and must be as long as we 
adhere to our present system—but just 
as fast as there is a departure from fact, 
there is an accumulation of risk, and this 
implies a larger margin to allow for 
errors in judgment.
While approved estimates due a con­
tractor from undoubtedly dependable 
clients are good current assets, the status 
of the retained percentage is not as 
clear, though for purposes of prequalifi­
cation it is accepted as a current asset 
more often than not. However, it should 
not be accepted at full value unless all 
of the work that is generating it is up to 
schedule, for possible charges for liqui­
dated damages will be deducted from it. 
Then, too, the retained percentage may 
be held up for months if there is trouble 
in reaching a final settlement. The 
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accountant who is dealing realistically 
with the affairs of contractors will give 
his treatment of this item careful 
thought.
There are also such items as listed 
securities, the cash-surrender value of 
life-insurance policies, materials in stock, 
and other items, each of which offers 
its own special problems. Such items as 
these have some quick asset value and 
so are generally included or includible in 
the financial statements on which pre­
qualification rests. But most items 
of this type should be considerably off­
set by reserves. The price of listed 
securities fluctuates over a wide margin. 
Materials otherwise than on the job are 
apt to be of doubtful value as quick 
assets. Materials on the job should be 
discounted at least to the extent of the 
losses that are normal for such materials 
when stored on construction work.
This list might be extended and the 
offsetting current liabilities similarly 
discussed. However, the purpose here is 
to stress the thought that as the purpose 
of prequalification is to predetermine 
on a fair and reasonable basis what 
amount of work a contractor can safely 
be permitted to undertake, and as this 
will depend very largely on the working 
capital he can make available when 
needed, the determination of his work­
ing capital position becomes a matter 
of real importance.
If it were possible to stop at this point 
it would be safe to conclude that the 
rendering of reasonable conclusions in 
this field involved few seriously complex 
problems. But it is not possible to stop 
at this point, for contractors have fixed 
assets as well as current assets, and it is 
not an uncommon practice for them to 
borrow against these assets and, in a 
good many instances, on little more 
than the confidence bankers have in 
them as businessmen. For this reason 
most systems of prequalification, as 
currently in effect, make some allowance 
for fixed assets in determining the 
amount of work contractors can handle. 
This allowance is, of course, based on 
the assumption that funds can be bor­
rowed against these fixed assets, if the 
need arises.
The simplest solution of this problem 
is to accept as working capital letters of 
credit at face value. The assumption 
here is that whether the letter of credit 
is based on fixed assets or on the banker’s 
confidence in the contractor as a busi­
nessman is immaterial, since available 
cash can be increased by the amount of 
such letters of credit whenever this cash 
is needed. This solution is not as simple 
as it sounds, because bankers sometimes 
withdraw letters of credit with rather 
scant notice. In spite of this problem 
the use of letters of credit involves, 
they appear to afford the best means of 
determining the extent to which assets, 
other than current assets, can be made 
to provide cash. They are, for this 
reason, to be preferred to estimates 
based on arbitrary rules.
To put this matter in a little different 
way, the practice of basing a contractor’s 
position wholly on the amount of his 
current assets has no more to recommend 
it than such a practice would have in 
considering the financial standing of 
men operating in other lines of business. 
Strong business concerns maintain rela­
tively large current assets because con­
ducting business in this way is easier, 
safer, and more economical. But even 
of the very strong firms many find it 
desirable, at times, to call on the banks 
for assistance. Indeed, many strong 
concerns borrow a considerable part of 
the capital that is employed in the 
businesses they conduct. The fact that 
borrowed funds will be required, if a 
normal volume of business is to be con­
ducted, is not the matter of prime im­
portance in considering the financial 
position of a given concern. The ques­
tion of importance is whether such 
borrowings are adequately protected. 
If they are not, the support they give 
to the business will, as a matter of 
course, be withdrawn if there is the 
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slightest suspicion that the protection is 
inadequate.
In the field of prequalification it has 
already been observed that letters of 
credit are, in many places, recognized 
as a valuable and a useful appraisal of 
the banking support on which a contrac­
tor can depend—in short, as a part of 
the cash on which he can depend, the 
volume of work he will be permitted to 
take being increased accordingly. But 
the use of letters of credit in establishing 
contractors’ ratings is not universal. 
Where they are not used, other methods 
of determining the effect to be given a 
contractor’s fixed assets are in use. The 
most common of them is to allow some­
thing for the value of the equipment 
owned. Equipment naturally is a large 
element in a contractor’s fixed-assets 
account, but normally it has such a 
low resale value that banks do not rate 
it very highly as an asset suitable for 
protecting loans. There is, therefore, 
little logic in using it as a factor in 
determining the amount of work a 
contractor may carry. Just how illogical 
it may be can be shown by the following 
illustration. Owner A at one time pre­
qualified contractors as capable of 
handling work to the amount of five 
times net current assets plus the deter­
mined value of equipment owned. De­
termined value was accepted as cost 
when new, less reasonable depreciation.
The statement of contractor X showed 
net current assets—practically all cash 
—of $10,000 and equipment worth 
$250,000. The statement of contractor 
Y showed current assets of $60,000 and 
equipment worth $50,000. The first 
was rated as able to handle $300,000 
worth of work, the second $350,000 
worth. Actually, because of his in­
adequate cash resources and for other 
reasons not fully disclosed in this brief 
statement, contractor X was not in a 
position to finance a third of the work 
for which he was prequalified under this 
rule or to make use of twenty-five per 
cent of his equipment. Nor could he help 
himself much by borrowing on his 
surplus equipment.
Contractor Y, on the other hand, had 
all the equipment he needed in order 
to handle the work for which he was 
prequalified and possessed plenty of 
working capital to finance his opera­
tions. It is evident that contractor X 
had depleted his working capital by 
excessive purchases of equipment.
The value of this illustration does not 
lie so much in the fact that it shows the 
difficulties into which arbitrary rules 
can lead a prequalification officer as in 
the fact that it stresses the point that 
unless contractors are required to limit 
their activities to work they can finance 
out of their own resources,—and no one 
assumes that this is desirable,—the 
problem of determining what allowance 
should be made for other things is one 
difficult to reduce to any set rule. This is 
an important fact, for where public 
officials are involved, though they may 
be fully competent to rate the financial 
strength of a contractor as accurately 
as a banker could, they are not in a 
position to do so except when they act 
uniformly under some rule or law. If 
they act otherwise, they are liable to be 
subject to the criticism that their deci­
sions are arbitrary and capricious.
These comments have served to indi­
cate that, though controlling conditions 
differ a good deal from place to place, 
for any given place these conditions 
being known, it is possible to determine 
the ratio that ought to be maintained as 
between the volume of work a contrac­
tor should carry and the amount of his 
working capital. Also, it is not difficult 
to determine a contractor’s net quick 
assets with a reasonable degree of ac­
curacy. If, then, a contractor uses no 
working capital except his own net 
current assets, the determination of the 
amount of work he should be permitted 
to carry is quite simple. But if he has 
large investments in fixed assets—equip­
ment, plant, real estate, etc.,—and, 
with entire propriety, depends on loans 
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based perhaps directly, perhaps in­
directly, on these things, to provide a 
considerable fraction of his working 
capital, the problem is not so simple 
because no rule has been devised which 
will accurately evaluate all of the factors 
that are involved. Although we get 
along fairly well without such a rule, 
one would certainly be useful.
In these comments some stress has 
been laid on the objectives the pre­
qualification of contractors attempts to 
reach and on the practices that are fol­
lowed. Those of us who are interested in 
the prequalification of contractors look 
forward to a greater standardization of 
the rules for prequalification. As a 
matter of fact, the Associated General 
Contractors and the American Associa­
tion of State Highway Officials are at 
present actively working in that direction.
It is the usual practice to require that 
financial statements presented by con­
tractors seeking prequalification be pre­
pared by properly accredited public 
accountants. There appears to be no 
thought of eliminating requirements of 
this sort. But the fact that reliable 
financial statements are required sug­
gests that the standards applicable in 
their preparation are of quite enough 
importance to warrant close coopera­
tion between your local organizations 
and those organizations interested in 
prequalification. In particular, the main­
tenance of frequent contacts with the 
various state highway departments which 
prequalify contractors, and the exchange 
with these departments of views and 
comments, should prove of value to 
them and to the members of your or­
ganization.
Finally, one of the matters currently 
of some importance to contractors is 
the fact that the form and arrangement 
of financial statements—even the finan­
cial data required—to be used as a basis 
for prequalification, differ a good deal 
from place to place. Efforts are being 
made to standardize the information 
called for. Progress is being made to­
ward standardization but a great deal 
still remains to be done. I feel certain 
that suggestions by your organization 
as to how the form, arrangement, and 
subject matter of these statements can 
be improved would be welcomed by all 
of those dealing with this matter.
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By b. w. Coulter, Austin, Texas
Prequalification engineer, Texas Highway Department
I
t occurs to me that the subject of 
accounting for highway contrac­
tors falls into two general classifi­
cations, both very simple, (1) Why 
accounting for highway contractors, and 
(2) How accounting for highway con­
tractors.
The first, or “why,” means in its 
simplest term the prequalification of 
highway contractors. Prequalification 
means determining before bids are 
opened how much work a contractor 
should have under way at one time.
Most public bodies in advertising for 
bids insert a clause that states in effect 
that the work will be awarded to the 
lowest and best bidder, and both terms 
have the same force. It’s easy to deter­
mine the lowest bid, but it’s not easy to 
determine the best bidder; the lowest 
bid is not always the best bid.
Prequalification undertakes to de­
termine the best bidders before bids are 
opened and read, so that the awarding 
authority will only have to determine 
the lowest bid; in short, all bids read on 
a project are the best bids.
Now to determine the best bidders, 
we must have some definite rules and 
regulations, and, as cash, or items that 
can be quickly turned into cash, is the 
principal factor in rating, we come to the 
reason for submitting financial state­
ments.
When Texas first inaugurated pre­
qualification of contractors we stated, 
“A financial statement must be on 
file,” etc.—rather broad and a lot of 
loopholes. Contractors or their book­
keepers prepared their own statements 
and they were all good, and naturally 
so. A highway contractor is the greatest 
optimist in the world—if he were not 
an optimist he would not be a contractor 
—and his old statements reflect his 
optimism. Every dollar owing the con­
tractor was easily collectible, and every 
dollar he owed was a long-time obliga­
tion, “fixed liability.” We saw our 
error and changed our rule to read: “A 
satisfactory financial statement,” and 
had the commission pass a minute re­
quiring “The statements to be audited 
by an independent certified public ac­
countant.” Then quite a change took 
place.
What, if any, are the advantages and 
disadvantages of prequalification?
Perhaps state highway departments 
are not legally responsible for debts in­
curred on highway work, but they are 
certainly morally responsible to the 
laborer and small-material furnishers in 
the community in which work is being 
done, and prequalification assures the 
highway commission that the low bidder 
has sufficient funds to carry the contract 
through, and the same statement holds 
for material and equipment dealers. 
Financial statements submitted to us 
are submitted to banks and bonding 
companies, and in several of the counties 
of Texas which had county road bond 
issues the county required statements 
that the contractor desiring to bid must 
be qualified with the state highway 
department.
Since prequalification has been in 
effect in Texas some ten years, we have 
not had a forfeited contract, and this 
covers more than $250,000,000 worth 
of construction work, some of it during 
the worst period of the depression. 
Contractors themselves are for pre­
qualification; it assures them fair and 
legitimate competition.
Now for disadvantages. Some com­
plain that prequalification restricts 
competition. This might be true to a 
certain extent but it restricts only those 
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who should not be allowed to bid. 
Another complaint is that we do not 
allow a contractor his entire net worth, 
and if we err we are erring on the safe 
side. Our answer is that contracting is 
big business, and when a contractor 
ties up part of his liquid assets he is also 
dividing his time and energy, and he 
should not have too much construction 
work under way.
Now let us consider the “how” of 
“Accounting for Highway Contractors.” 
Perhaps we can name this “uniformity” 
of accounts.
Suggested Liquid Assets:
Cash on hand and in bank.
Listed stocks and bonds at market 
value.
Approved accounts receivable within 
90 days. (One year?)
Approved notes receivable within 90 
days. (One year?)
Amounts earned but unpaid on com­
pleted contracts.
Amount of bid deposits.
The amount of all retained percent­
ages on contracts not behind 
schedule.
The value of unused materials de­
livered at the site of the work on 
going contracts.
Any other assets readily convertible 
into cash, including cash-surrender 
value of life-insurance policies.
The amount reflected in properly 
certified letters of credit.
Suggested Current Liabilities:
Notes payable to banks.
Equipment obligations payable within 
one year.
All notes payable to materials com­
panies.
Notes payable to others within one 
year.
All sums due subcontractors.
All accounts payable for materials. 
Other accounts payable.
Net Liquid Assets:
The difference between liquid assets 
and current liabilities.
These suggested assets and liabilities 
were drawn up by a joint committee of 
state highway officials and the associ­
ated general contractors. If these were 
all submitted, we prequalification en­
gineers would have no trouble, but on 
the statements accountants sometimes 
speak in a language hard for at least one 
engineer to understand. Here let me 
mention some items on which we differ.
First, utility and insurance deposits 
are nearly always listed as liquid assets. 
These might be cash items, but if 
turned into cash the utilities cease and 
insurance stops; hence, we believe these 
should be listed as fixed assets.
Second, notes or accounts receivable 
from officers and employees. The value 
of these accounts hinges on whether the 
employee remains in the contractor’s 
employment. Cannot this be deter­
mined as well as whether the accounts 
are being repaid?
Now the real bugaboo—“work under 
way” or “work in progress.” Often this 
item runs into real money. It often in­
volves “move in expense,” “cost of 
bond,” “plant set-up,” and others be­
fore an estimate can be earned. These 
items should be distributed through the 
various bid items, and more often these 
items are distributed in those items 
which will be constructed first, for 
which the contractor will receive early 
payment. It might be that “work in 
progress,” or part of the item at least, 
could be classified as “inventory.” 
Some items are not paid for until com­
pleted, and some “work in progress” 
might come under this category. Make 
an effort to determine how this should 
be classified. Make a note on your audit 
and perhaps we can clear it up.
Inventory: An item that can be easily 
duplicated. A report from the field 
might show the “ material on hand ” and 
the office might show it under “work in 
progress.” Material en route to a 
project should be shown, provided 
invoices are on hand offsetting the 
material.
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On midyear statements estimate the 
amount of income tax accrued. This is 
an item often not shown.
Stock in affiliated companies: If possi­
ble, get us a valuation of this stock— 
and tell us whether the stock can be 
sold if necessary.
You will note we are asking a good 
deal of the accountants preparing 
financial statements, but on the state­
ments the financial rating of the con­
tractor is based. What was previously 
said about the highway departments* 
and the general public’s confidence in 
prequalification is strictly up to the 
accountants, for it is on statements pre­
pared by you that the rating of a con­
tractor is based.
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Prequalifying Financial Statements of Bidders 
on State Highway Work
By w. a. Hifner, Jr., Lexington, ky.
Member of special committee on accounting for state highway 
departments, American Institute of Accountants
W
ith the advent of motor vehi­
cles some thirty to forty years 
ago, the demand for more and 
better highways grew by leaps and 
bounds. Most of the roads had then 
become “free turnpikes” under the 
control, in each county, of the county 
fiscal court, and it was at first thought 
that the building of new and better 
roads was a county problem. After most 
of the counties east of the Mississippi 
River had practically bankrupted them­
selves in an endeavor to supply the ever- 
increasing demand, it was realized that 
through highways are a state and fed­
eral problem. (In September, 1940, 
Perry County, Kentucky, became the 
first county in the nation to file petition 
in bankruptcy, under the recent federal 
law authorizing such procedure, in order 
to adjust its indebtedness incurred for 
building roads.)
With the assumption of responsibility 
by the states for the construction and 
maintenance of primary roads, the func­
tions of state governments were greatly 
augmented and state highway depart­
ments were created to handle the situa­
tion. Today such departments in each 
state vie with or even outrank the 
department of education, both in num­
ber of employees and annual expendi­
tures.
The highway departments usually 
perform maintenance work by day la­
bor, and no contracts are involved other 
than the purchase of materials at unit 
prices. Both new construction and re­
construction of highways are usually 
performed under contract. The con­
tracts are awarded as the result of 
competitive bids, but in most of the 
states only those who have previously 
qualified are now entitled to submit 
bids.
Originally, no prequalification was 
required of bidders, and the gates were 
open to all who cared to enter. The day 
of opening and letting bids was a gala 
event, with political leaders much in 
evidence, and, all too frequently, an 
utterly incompetent contractor was 
awarded a contract. The highway de­
partments were saddled with irrespon­
sible parties without sufficient equip­
ment to perform the work and without 
sufficient means to carry it on. They 
were burdened with litigation and be­
came veritable collection agencies. While 
bonds are required for specific perform­
ance, experience in their enforced 
collection has not always been satis­
factory.
Purpose of the Financial 
Statements
A number of years ago, in order to 
protect the responsible contractors and 
weed out the irresponsible, and in order 
that the highway departments might 
know something definite in advance of 
those desiring to bid on contracts, there 
was developed, at a joint conference on 
construction practices of the American 
Public Works Association and the Asso­
ciated General Contractors of America, 
a combined “financial statement and 
experience questionnaire” to be re­
quired of prospective bidders before 
submitting bids. We are presently con­
cerned only with the “financial state­
ment,” which is unique and presents 
one of the anomalies in accounting pro­
cedure. The statements are for a definite 
234
Financial Statements of Bidders on State Highway Work
purpose and have little or no value for 
any other purpose. The highway depart­
ments are interested only in whether 
the prospective bidder has sufficient 
equipment to perform a definite class of 
work and sufficient current assets (prac­
tically the equivalent of cash) to dis­
charge definite contractual liabilities. 
The departments are wholly uninter­
ested in how such assets may have been 
acquired and in the earnings over any 
period of time. Based upon the financial 
statement, the prospective bidder is 
given a rating of, usually, fifteen times 
the net current assets, provided he has 
sufficient equipment to perform that 
amount of work. Thus, if a prospective 
bidder shows net current assets of 
$50,000, he is given a rating that will 
permit bids on contracts up to $750,000, 
provided he has sufficient equipment to 
carry on a contract of that magnitude. 
However, the method of computing 
ratings is not uniform throughout the 
states. Some of the states give consider­
able weight to bank letters of credit, 
whereas other states do not appear to 
take such bank letters of credit into 
consideration.
Inasmuch as construction work in 
progress is financed, in large measure, 
from the proceeds of bank loans, it 
would seem that such bank letters of 
credit should be given due weight in 
computing the ratings.
The combined “financial statement 
and questionnaire,” either in original or 
modified form, is now in use by more 
than half of the state highway depart­
ments. Only a few states, however, re­
quire that it be verified by an independ­
ent certified public accountant. The 
Kentucky highway department adopted 
this rule some four years ago, and it 
reports that the results have been very 
satisfactory. The first year the rule was 
adopted it eliminated a number of small 
and unscrupulous would-be contractors 
that had theretofore caused the depart­
ment much annoyance.
Inasmuch as the form is already in 
such wide use, it has been the purpose 
of our committee and it is the purpose of 
this meeting to determine what modifi­
cations are either necessary or desirable 
to standardize the form from an ac­
counting viewpoint, and then to urge 
its uniform adoption by the highway 
departments of the various states. 
When this is accomplished, it will 
greatly simplify and make less expensive 
the qualification of contractors in states 
other than that of their domicile.
Approach to the Problem
Such modifications of the original 
form as may be determined to be desir­
able will depend upon the approach of 
the accountant in the verification of the 
financial statement. Such approach in­
volves two distinctly different pro­
cedures.
One such procedure is to let the form 
itself provide sufficient space in the sup­
porting schedules, under the heading of 
“Method of verification,” to permit the 
accountant to state exactly what he 
has done or not done in verifying that 
particular item. Many prospective bid­
ders engage in some form of business 
other than contracting, such as coal, 
quarries, building materials, etc. They 
have inventories not usable in road con­
struction and numerous small accounts 
receivable that will be paid sometime— 
maybe. By centering his time on those 
items in which the highway department 
is interested and which enter into the 
bidder’s rating, and avoiding waste of 
time on those items in which the high­
way department is wholly uninterested, 
the expense of the preparation of the 
statement may be considerably cur­
tailed.
The states of Indiana and Kentucky 
make use of the form modified in this 
manner.
The other approach to the verifica­
tion of these statements is to make use 
of the form in practically its original 
draft, together with printed or mimeo­
graphed instructions as to how the 
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accountant should proceed in the veri­
fication of each item. The form is pred­
icated on the assumption that the 
accountant has so proceeded. Thus if a 
contractor happens to be also a retail 
dealer in coal and has an inventory of 
ten thousand tons, the accountant is 
presumed to take some steps to verify 
such quantity, notwithstanding the fact 
that to the highway department the 
item is of no consequence whatsoever. 
The instructions are usually either sim­
ilar or identical to the precepts in 
“Extensions of Auditing Procedure” 
adopted by the American Institute of 
Accountants.
Typical of this approach is the pro­
cedure now in use by the highway de­
partment of the Lone Star State.
Preparation of the Statement
The verification of the balance-sheet 
items and the resultant preparation of 
the statement does not deviate materi­
ally from routine accounting procedure 
except in two items, viz.:
1. Accounts receivable—contracts in 
progress.
2. Plant and equipment.
The statements are, as a rule, pre­
pared as of December 31st and filed not 
later than March 15th. The highway 
department then has thirty days to 
compute the rating and this rating re­
mains in effect for one year. New state­
ments and new ratings are required 
annually.
In computing its rating, the highway 
department gives no consideration what­
ever to the spread between the con­
tractor’s costs on December 31st and 
the engineer’s estimate of amount 
earned as of that date. In fact, the form 
does not seem to contemplate there 
should be any such spread, whereas, 
in actual practice, it is sometimes of 
considerable magnitude. On a $500,000 
contract, 25 per cent completed, the 
contractor’s costs on December 31st 
may easily be $25,000 in excess of the 
engineer’s estimate of the amount 
earned on that date. This is especially 
true in the southern states where work 
is not interrupted by winter weather. 
This spread is due to a number of causes.
In the first place, the engineer, in 
order to complete his work by December 
31st, begins his field measurements 
around December 10th to 15th, and 
materials furnished and work com­
pleted after that date are not included, 
although the report is dated around 
December 31st when signed and deliv­
ered. He also follows the inherent trait 
of human nature to play safe, knowing 
that any errors in the monthly reports 
will be taken care of in the final esti­
mate when the work is completed.
In the second place, the contractor’s 
initial costs, such as moving in, strip­
ping quarries, bonds, field offices, etc., 
are applicable to the job as a whole.
In the third place the spread may be 
due to the fact that the contract price is 
too low and the spread is only a part of a 
much larger amount that will be a loss 
when the contract is completed.
The contractor invariably wants this 
spread as a credit on his rating. If it 
represents materials and labor furnished 
on work not included in the engineer’s 
estimate, it would be proper to so in­
clude it as a credit on the rating, pro­
vided the amount may be determined. 
As the accountant has no means of mak­
ing such determination, he has no re­
course but to list the amount among 
other assets that are not considered in 
the rating.
The schedule of plant and equipment 
was prepared for the purpose of inform­
ing the highway department of the 
various classes of equipment available 
for performing the different kinds of 
work. It is not only designed to give a 
detailed list of each major item, but, 
under the heading of “Remarks,” it is 
desired there be indicated the previous 
conditions of servitude and present state 
of well being. Due to the heavy ob­
solescence and rapid depreciation of 
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the equipment used, it seems that 
some phases of this schedule are more 
properly within the sphere of engineers 
than of accountants. Where equipment 
is purchased new from the manufactur­
ers and the purchaser has retained 
original invoices, it is usually possible 
for the accountant to obtain much of 
the desired information. On the other 
hand, where used equipment is pur­
chased in lots for a lump sum, as so fre­
quently happens, considerable difficulty 
may be encountered. The ease or diffi­
culty in preparing the statements de­
pends, in very large measure, upon the 
records of the contractor. If records are 
kept in order, the burden on the ac­
countant is made much lighter. Exper­
ience demonstrates, however, that the 
records of most individuals and partner­
ships in the contracting business con­
sist, like that of the farmer, almost 
exclusively of passbook and checkbook, 
without supporting vouchers, and in 
such cases the burden on the account­
ant is sometimes rather heavy. It is in 
such cases that the assistance of an 
engineer in inventorying and classifying 
equipment is almost imperative.
Recommendations
The following recommendations are 
now made:
1. It is recommended that the modified 
form now in use by the Department 
of Highways of the Commonwealth 
of Kentucky be adopted as a stand­
ard, subject to the changes and fur­
ther modifications hereinafter pro­
posed.
2. It is recommended that the “cer­
tificate of audit” be changed to 
conform to the requirements of the 
revised financial statements.
3. It is recommended that the account­
ant’s responsibility in regard to plant 
and equipment be limited to dates of 
acquisition, costs, accured deprecia­
tion, and recorded encumbrances. 
The names of manufacturers, motor 
and serial numbers, and, particu­
larly, availability for use, should be 
determined by an engineer capable of 
examining and appraising the prop­
erty. Such catalogue and description 
might be made under an independent 
schedule, subscribed and sworn to by 
such engineer, referred to under 
“Method of verification” and sub­
mitted as an exhibit. This would re­
quire no change in the form.
4. It is recommended that the several 
states adopt a uniform system in 
computing ratings, and that bank 
letters of credit be given due con­
sideration in such computation.
5. It is recommended that prospective 
bidders be required to qualify, in the 
first instance, in their state of domi­
cile or place of business, and that the 
highway department in such state 
then issue the contractor a “certifi­
cate of qualification ” to be filed with 
the application for qualification in 
any foreign state. This may lead, 
eventually, to qualification by re­
ciprocal agreements among the states. 
Such “certificate of qualification” 
might be worded somewhat along 
the line of the annexed exhibit.
6. It is further recommended that when 
the form, as so modified and changed, 
has been approved by the American 
Institute of Accountants, the presi­
dent of each state society of certified 
public accountants be furnished with 
a copy, with the request he present 
the matter to the prequalification 
clerk of his state highway depart­
ment and urge that the form be 
adopted in such state.
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To Whom It May Concern, Greetings:
This is to certify that................................................................................................
(Name)
(Address)
has submitted to this department a “Financial Statement and Experience 
Questionnaire” on the standard form approved by the American Institute of 
Accountants and verified by.........................................................................................
a certified public accountant of the State of...........................................................
under date of................................................ 19.....................
Based upon the information so submitted this department has rated the 
said................................................................................................................... . as being
(Name)
qualified to bid on highway work within this state upon the basis and not in 
excess of the amount indicated below, viz:
Net current assets $........................x.......................... $...................... ..........
Bank letters of credit $........................x.......................... $....................................
Total rating................................................................... $....................................
Done in the city of.............................. and State of..........................................






Current Assets and Current Liabilities
By Rene J. leGardeur, New Orleans
Member of special committee on accounting for state highway 
departments, American Institute of Accountants
T
he part specifically assigned to 
me in this round-table discussion 
has no reference to scope and ex­
tent of audit, nor to accountant’s certifi­
cate; these phases will be covered by 
someone else. My subject covers current 
assets and current liabilities, to be in­
cluded or excluded as such, as they 
approach the borderline variety, with 
some reference to construction work in 
progress, and its estimate as a current 
asset either on the completion or the 
cost basis. My conclusions to include 
not only the initial balance-sheet, but 
also the interim financial statements.
Even under these restrictions the sub­
ject is rather an extended one, for after 
all the true position and value of current 
assets and liabilities constitute items of 
major importance in the analysis of such 
a balance-sheet.
I assume, of course, that the audit 
made is adequate and conforms with the 
standards of recognized and required 
accounting practice, and that I must 
analyze these current assets and liabil­
ities without any consideration of the 
effect on them of the fixed and deferred 
assets and liabilities.
The first part of the problem is the 
consideration of the current liquid posi­
tion of the contractor at the signing of 
the contract and, second, his improved 
or weakened current position indicated 
in the interim statements during the 
progress of the contract.
Assuming that the cash funds are 
verified and confirmed, no further dis­
cussion need be had on this current 
asset.
The same conclusions hold true as 
regards securities owned, provided they 
have a marketable value, and are shown 
at their realizable net value.
At the signing of the contract the 
notes and accounts receivable carried on 
the balance-sheet have presumably no 
bearing on the contract just entered 
into.
Contractors are expected to collect all 
the receivables arising out of any con­
tract shortly after the completion of that 
contract and therefore, any past-due 
receivables of that nature, unless fully 
secured by collateral, should be rejected 
as a current liquid asset and should 
under no circumstance be accepted, 
even under a recognized moral value, 
except with an adequate reserve.
The contractor at the beginning of the 
contract should have a clear, definite 
current liquid net worth, of such estab­
lished value, with reference to the con­
tract entered into, and invested in the 
carrying out of said contract, that his 
risk of financial loss for failure to carry 
out the contract is as great, if not greater 
than that of the highway department 
contracting with him.
Naturally, in the consideration of this 
initial current position, items of value 
of securities and receivables of the 
borderline variety, might consistently 
be resolved in favor of the contractor if 
his fixed position warrants this.
We now must take up the current 
liabilities and we consider as current 
those liabilities that will or may become 
due and payable during the course of 
the contract, whether actual or contin­
gent and those that are unsecured and 
are expected to be paid out of the 
proceeds of the contract. Fully secured 
liabilities, or liabilities which will be­
come due long after the completion of 
the contract, may be ignored as current.
The initial tableau of the current 
position is now determined and should 
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be compared with the current position 
of the previous year to determine 
whether or not the prospective con­
tractor is progressing.
We now come to the second phase, 
being the consideration of the interim 
positions.
The contractor is paid on engineer’s 
estimates with a certain percentage 
retained; this retained deposit becomes 
a current asset. To the current assets is 
now added the receivables arising out of 
the operation of the contract, provided 
that the amount due by these debtors, 
either as subcontractors or furnishers 
of supplies and material, does not exceed 
the amounts recoverable by them as 
subcontractors for progress work done 
by them, or as merchants. A new cur­
rent asset arises now, being work in 
progress; the contractor, of course, on 
his balance-sheet carries this work at 
cost. At the time of the examination of 
the interim balance-sheet, the highway 
engineer in charge should take up this 
work in progress, and its value set forth 
in the balance-sheet should be not cost 
to the contractor but, conservatively, in 
the amount which under the contract 
the highway department would pay for 
it if it was then taken up, regardless of 
whether this is higher or lower than cost.
Another new current item on the 
balance-sheet is the inventory of supplies 
and material on hand, to be consumed 
in the contract; this should be conserva­
tively taken up at cost, for it was on this 
cost that the contractor based his esti­
mate. Any substantial difference be­
tween cost and replacement cost should, 
however, be noted on account of its 
effect on future balance-sheets, as addi­
tional material is purchased.
In the liability section, it must be 
established that current liabilities se­
cured or unsecured and having no bear­
ing on the contract, were taken up in 
full as due, and that liabilities incurred 
for and in the progress of the contract 
are met fully when the interim payments 
are made, for completed work for which 
these liabilities are incurred, so that at 
no time will completed work be taken 
up and paid for, unless and until the 
liabilities directly resting against this 
completed work are fully paid or the 
funds for their payment provided for 
and set aside.
In closing it might be stated that in 
Louisiana, besides requiring a very 
complete audit and a detail reflecting 
actual cost on different types of opera­
tions, the contractor is required to file 
a complete statement of experience with 





Accounting for the Oil Industry
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Accounting Policies and Practices 
as Reflected by Published Statements 
of Several Oil Companies
By J. F. S. Arthur, Dallas
Member, American Institute of Accountants
I
N examining the questions raised 
by the subject under consideration, 
I have had the opportunity to re­
view the published statements of thirty- 
two oil companies for the calendar year 
1939. I have also had available the 
statements for two or three prior years 
of certain of the companies. These com­
panies include a representative cross 
section of oil companies, ranging from 
the largest to the smaller concerns, 
down to some few companies with gross 
assets of less than ten millions of dollars 
each. In all, the gross assets of the com­
panies considered amounted to over 
eight and one-half billion dollars at 
December 31,1939. If size and extensive 
operations are criteria, then one should 
be able to glean some indication of what 
established and accepted, or acceptable, 
accounting practices exist for this most 
important industry.
However, this discussion should be 
within the bounds of the limitation: 
“as reflected by published statements.” 
What does the lay reader gather? What 
may the analyst and statistician deter­
mine from the face of the statements 
and the relative notes? Not a great deal 
perhaps, and in many of the cases where 
there is any indication, it has been 
necessary to refer to the president’s 
letter accompanying the financial state­
ments to obtain any information at all.
A large proportion of the companies 
makes little, if any, reference to the 
various subdivisions of this subject, and 
from the statements of those which do 
indicate, it is evident that there is a 
considerable variety of treatment of 
the problems involved. It strikes me 
that we are presented with an approach 
to the accounting matters concerned, 
not so much on a “generally accepted” 
basis, but rather on what may be termed 
—at least by the individual company 
concerned in a given peculiar case—an 
“acceptable” basis.
I. Treatment of Intangible Drill­
ing and Development Costs
Of the thirty-two published reports 
examined, in only twenty cases is there 
any reference to intangible drilling and 
development costs in the financial state­
ments themselves or in the notes 
thereto; in seven of the cases the only 
indication is to be found in the accom­
panying president’s letter; while in the 
remainder of the applicable cases nei­
ther the financial statements nor the 
letters contain any reference to the 
treatment accorded by the company to 
intangible drilling and development 
costs.
In four of the cases where reference 
is made, such costs are charged to in­
come account as incurred, two of the 
companies being of medium size and 
two of them being smaller concerns. 
There does not appear to be any logical 
basis for such accounting treatment. In 
sixteen cases there is the definite indica­
tion that intangible drilling and devel­
opment costs have been capitalized and 
are being written off to income account, 
generally on the same basis as depletion 
of producing properties. However, in 
three of the cases, such costs are indi­
cated as being written off on an annual 
percentage basis, one case noting that 
the rate is 6 per cent annually, being the 
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same rate as used for well and leasehold 
equipment. In another of the three cases 
last noted, it is stated that the annual 
write-off is computed on the same basis 
as depreciation of physical property. 
In the remaining one of the three special 
cases noted, it is stated that capitalized 
drilling costs are amortized at straight- 
line rates of 8 per cent annually in all 
cases, except as to wells located in 
Illinois (a state which became an im­
portant factor in production in 1939, 
and in which there is no conservation 
law in effect), which are amortized at 
50 per cent a year. Does this indicate 
that the company in question believes 
proration regulations to be beneficial 
and that in territories where they pre­
vail an average life of producing proper­
ties may be taken as a little more than 
twelve years, whereas in the State of 
Illinois, which has been the cause of 
considerable recent disturbance in the 
oil industry, an average life of two years 
for a producing property is probable?
In four of the applicable cases there is 
not any indication of the procedure 
followed, and in the seven cases in which 
there is a reference in the president’s 
letter accompanying the financial state­
ments, a partial indication only is made, 
to the effect that intangible drilling 
and development costs are capitalized, 
one being left to assume that such costs 
are charged to income account on the 
same basis as depletion is charged. It is 
always assumed that companies charg­
ing off these costs on an annual percent­
age basis are in a special and limited 
category. However, the estimate (or 
guess, if you care to consider it such) as 
to the length of life in years may not be 
at any greater variance from the facts, 
as ultimately developed, than are esti­
mates based on geological data. But it 
must be stated that the latter procedure 
is based on a determined effort to ascer­
tain as many of the controlling factors 
as may be possible and is, one imagines, 
the basis on which prospective produc­
ing properties are purchased.
It may be noted that in many cases 
the capitalization of intangible drilling 
and development costs has been a com­
paratively recent procedure, many of 
the companies now following this pro­
cedure having previously charged such 
costs directly to expense, advising the 
reader in the published statements or 
president’s letter as to the date on 
which the change in procedure was 
adopted. A number of the concerns 
state in effect that as to the readjust­
ment of accounts at the date stated, 
nothing has been done. The matter 
perhaps has been considered, but the 
subject having been raised, is left in 
suspense, and the reader of the state­
ments is left to do his own guessing, on 
the very solid basis of being in posses­
sion of few, if any, of the facts. Some of 
the companies do state that intangible 
drilling and development costs, in an 
amount sometimes stated and some­
times not stated, are still claimed as 
deductions for federal income-tax pur­
poses. This inevitably leads one to the 
thought that accepted accounting prac­
tices in this industry are at least 
reasonably elastic, sometimes controlled 
by the concepts of tax assessors and 
sometimes changed to accord with a 
proper conception of the economic dif­
ference between a capital and a revenue 
expenditure.
It is perhaps reasonable to state that 
few manufacturing or utility concerns 
ever charge directly to income the costs 
of excavation for a power station or 
other facility necessary for the contin­
ued production of income, but rather 
capitalize such costs, charging them to 
income over a period of time, in accord­
ance with some attempt at an economic 
concept of the diminution of utility 
value. Why, then, should the oil industry 
be peculiar, except that it is?
Summarization of statements
Treatment of intangible drilling and 
development costs:
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Financial statements indicate 
treatment............................. 20
President’s letter only indication 7
No indication made....................... 4
Partial indication only made... 7
Amounts capitalized and amor­
tization deducted in income 
account................................. 16
Amounts written off as incurred 4
Not applicable............................. 1
II. Treatment of Inventories, Last­
in, First-out, or Other Basis
It is necessary, in considering the 
accounting treatment of inventories, to 
consider three subdivisions of the sub­
ject: first, that relating to the crude­
oil inventory; second, as to the in­
ventory of refined oils and products; 
and third, as to the inventory of ma­
terials and supplies. Before considering 
these subdivisions, it is to be noted 
that of the financial statements re­
viewed, in twenty-three of the thirty- 
two cases, there is not any indication as 
to whether the last-in, first-out basis is 
used, and in seven of the cases there is 
the statement (appearing in the financial 
statements of five companies, and in 
the president’s letter of two companies) 
that such is the basis of considering the 
inventories of crude oil and/or refined 
oils and products. However, in two 
cases, where an indication of procedure 
is noted, a special treatment is accorded 
in respect of crude oil and refined 
products.
The Continental Oil Company states 
as follows:
“The policy of the companies in 
valuing inventories at the end of each 
year is to use the lower of book value or 
market as described below. The book 
value of crude oil is determined on the 
average basis, i.e., to the value of the 
inventory at the beginning of each 
month are added the purchases at cost 
and the production at posted prices 
during the month plus transportation 
to refineries at tariff rates, which re­
sults in a new average unit price for 
calculating the cost of current sales, 
crude oil consumed, and closing inven­
tory. No difference existed between the 
book value of crude oil at December 
31, 1939, and the market value thereof 
based on posted prices plus transporta­
tion at tariff rates as crude oil was writ­
ten down to market at December 31, 
1938, and there were no changes in the 
relative posted prices and transporta­
tion rates during 1939. The book value 
of refined products at refineries is also 
determined on the average basis, i.e., 
to the value at the beginning of the 
month is added the cost of crude oil 
consumed calculated at posted prices 
plus transportation at tariff rates plus 
refining expenses, and the average of 
this total is used in calculating the cost 
of sales and transfers.
“Depreciation of refining facilities is 
not used as an element of cost in com­
puting cost of refined products. The 
book value of refined products at dis­
tributing stations is based on whole­
sale tank car prices at refineries plus 
cost of transportation to stations. The 
book value of refined products as so 
determined was less than market value 
based on wholesale tank car prices. The 
inventories calculated on the foregoing 
basis contain an element of anticipated 
profit but the amount thereof cannot 
be readily or accurately determined.”
In this connection the following com­
ment in the accountant’s report may be 
noted:
“The valuation of inventories, the 
basis of which is explained in note one, 
contains an element of anticipated 
profit. While this basis of valuation 
does not follow the general practice of 
valuing inventories at the lower of cost 
or market, in that it does not exclude 
said anticipated profit, it is a generally 
accepted practice of valuation in the 
oil industry to which we take no ex­
ception.”
The Ohio Oil Company states that its 
procedure is as follows:
“The amounts included herein for re­
serve crude oil stocks of the companies 
located in Illinois and Ohio represent 
the balance after write-down to posted 
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market prices at January 1, 1939, and 
other inventories of crude oil are in­
cluded at ‘cost’ (based on market as of 
date of production for oil produced) 
after relieving inventories at the av­
erage cost of produced and purchased 
oil (but excluding reserve stocks from 
computations), except as to relatively 
small amounts at refineries which are 
included at cost to the refineries based 
on market as of date purchased. Re­
fined products are included at approxi­
mate cost to the refineries. The amounts 
included for inventories, in the aggre­
gate, did not exceed market at Decem­
ber 31, 1939.”
As to the basis of valuation of crude 
oil, nine concerns state that market 
price is used; ten use cost, which is 
asserted by the reporting company to 
be lower than market; three use cost 
or market whichever is lower, and three 
state that inventories are stated at 
lower than market, with no indication, 
however, as to how much lower or 
what the relationship is to cost.
Two concerns make note of a special 
valuation basis, one of which, the Ohio 
Oil Company, has been mentioned pre­
viously, while the Union Oil Company 
of California states in the following note 
to its financial statements, that basic 
prices have been used since December 
31, 1935:
“Since December 31, 1935, the prin­
cipal commodities in the inventories 
have been priced at basic prices which, 
except for relatively minor reductions 
in a few instances, have not since been 
changed, and all other commodities 
have been valued at the cost levels ob­
taining in the third quarter of the cal­
endar year. Inventories of crude and 
refined oil products at December 31, 
1939, priced by these methods, were in 
the aggregate $900,000 below costs in 
the latter part of 1939, which costs 
were below market. Costs in the latter 
part of 1939 were decreased chiefly by 
the larger proportion of Company 
production of crude oil as compared 
with purchases.”
In three cases, one of them being 
Phillips Petroleum Company, there is 
no indication made as to the basis of 
valuation, and in two of the cases, both 
of small companies, crude oil is valued 
on the basis of sales prices to refiners 
and others.
Referring now to the basis of valua­
tion of refined oil and products, the 
same three companies as mentioned in 
the case of crude-oil valuations are 
silent, and the same two small com­
panies as noted previously refer to 
valuations on the basis of sales prices 
to refiners and others, this latter group 
being joined by one small concern re­
porting that refined products are priced 
at values based on wholesale tank-car 
prices.
The same two companies noted as 
using a special valuation procedure for 
crude oil are consistent in using a sim­
ilar basis for refined oil and products.
Two concerns note market value as 
the basis for the valuation of this char­
acter of inventory; eleven concerns use 
cost values, asserted to be lower than 
market; four use the cost or market, 
whichever is lower, basis; and three 
companies, the same ones as mentioned 
previously in connection with crude-oil 
values, state that their refined oil and 
products inventories are priced at lower 
than market.
With respect to the basis of valuation 
of inventories of material and supplies, 
there is a certain variation in procedure 
in those reporting on new items, but a 
unanimous voice is heard in the case of 
those reporting on used items. In the 
latter case twenty-four companies make 
no comment, but in the case of the eight 
companies making any indication, all 
indicate that used items are valued at 
conditioned or estimated usable values. 
In the case of new items, eleven con­
cerns report cost to be the basis, one 
states the basis to be cost or market, 
whichever is lower, and three com­
panies give no indication.
In the remaining seventeen cases, 
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including among their number the larg­
est of the concerns being considered, 
the statement is made that materials 
and supplies are valued at cost or less, 
one being left to consider that perhaps 
the “or less” refers to used items of the 
inventory.
Summarization of statements
Treatment of inventories—last-in, 
first-out, or other basis:
A. Oils and refined products:
(a) Last-in, first-out basis
noted................................ 7
Other bases noted..............  2
No indication made........... 23
(b) Basis of valuation for crude
oils:
Market.......................... 9
Cost (stated to be lower 
than market).......... 10
Cost or market, which­
ever is lower...........  3
Lower than market........  3
On basis of sales to refin­
ers and others............. 2
No indication made.... 3
Special valuation...........  2
(c) Basis of valuation for prod­
ucts:
Market............................ 2
Cost (stated to be lower 
than cost)................ 11
Cost or market, which­
ever is lower........... 4
Lower than market........  3
On basis of sales............  3
Special valuation............  2
No indication made.... 3
Not applicable...............  4




Cost or market, which­
ever is lower...........  1
Cost or less..................... 17
Not indicated................. 3
(b) Used items:
Conditioned value..........  8
Not indicated................. 24
III. Treatment of Dry Holes and 
Exploration Costs
With respect to exploration costs 
there is almost a complete omission of 
reference in the financial statements 
and reports under review. Of the total 
of thirty-two companies considered, 
twenty-five make no comment, one 
indicates indirectly a special treatment, 
and five of the companies indicate that 
such costs are charged to income ac­
count.
Of the last-noted five concerns, four 
indicate a deduction in the income 
account, while one in its president’s 
letter states that such costs are charged 
off as incurred although no specific item 
therefor is to be found in the deductions 
in the income account. The company 
which indicates, by inference, what 
may be termed a special treatment, is 
one of the most minor concerns be­
ing considered. In this case an item 
of “unallocated exploration costs” is 
shown in the balance-sheet as a subdi­
vision of the income account, but it is to 
be noted that geological expenses and 
seismograph expenses are to be found 
as deductions in the relative income 
account.
As regards the matter of dry holes, 
fourteen companies make no com­
ment, in one case the subject does not 
arise and in the remainder of the cases, 
seventeen in number, the reporting 
companies are unanimous in considering 
such costs as being charges to income 
account.
However, in one of these cases, 
namely, the Creole Petroleum Corpora­
tion, a qualification is made to the ef­
fect that “all dry holes, except obliga­
tory wells drilled to acquire leases, are 
charged to expenses.” This seems to 
be a proper observation and a satis­
factory treatment of such costs, the 
cost of such drilling, whether produc­
tive or not, being certainly part of the 
cost of acquisition of the leases in 
question.
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Summarization of statements












costs carried as part of 
property accounts.....  1
IV. Practices as to the Computation 
and Provision for Depletion 
and Depreciation
It will be necessary in considering 
this subject, which might readily be­
come very extensive, to limit oneself to 
the terms of the discussion and within 
the bounds of the qualification as noted 
in my preliminary observations, namely 
“ as reflected by published statements of 
several oil companies,” otherwise little 
time would remain for other topics.
First, as to depletion, it is found that 
exactly one half of the number of 
companies makes no reference to the 
basis of the computation of depletion, 
and incidentally the same concerns 
make no reference to the matter of de­
preciation policies.
One company carries all leaseholds at 
the amount of one dollar only, and 
charges expenditures for oil and gas 
leases, and intangible development costs 
to expenses as incurred, and conse­
quently the annual income account does 
not receive any charge for depletion.
In the remainder of the cases, fifteen 
in number, it is noted that depletion of 
producing properties is based on the 
unit of production method, twelve of 
the companies relying on estimates of 
the company’s own geological and en­
gineering staff, while three concerns, 
small in size, rely on the estimates of 
independent geologists, retained for the 
purpose of preparing the estimates of 
recoverable oil in the producing proper­
ties involved. In the three latter cases, 
depletion is noted as being computed 
on the unit rate of production, by 
leases, while of the twelve former cases, 
one concern makes its computation on a 
“field basis,” eight companies do not 
specify, and three use what they term 
the “over-all basis.” In this respect the 
following quotations from the state­
ments or reports of the three concerns 
using the “over-all basis” are of 
interest.
Cities Service Company states as 
follows:
“Effective January 1, 1939, all the 
oil-producing subsidiaries adopted the 
policy, previously partially in effect, 
(1) of providing for depletion of oil- 
producing properties on an “over-all” 
per barrel basis, such provision having 
previously been based on a percentage 
of the gross revenue from oil produc­
tion, and (2) of charging lease cancella­
tions and dry-hole costs against income 
instead of against the reserve for deple­
tion.”
The Pure Oil Company states, in a 
note to its financial statements, the 
following:
“ Since January 1,1934, the company 
has provided for depletion and depreci­
ation of producing properties by apply­
ing to the total barrels produced an 
“over-all” rate (per barrel) determined 
by dividing the total amount of pro­
ducing properties subject to depletion 
and depreciation by the net oil reserves 
(in barrels) estimated by the company’s 
production engineers. The “lease” or 
unit method of providing depletion and 
depreciation is used by many oil pro­
ducing companies. Both the “lease” 
and “over-all” methods contemplate 
the ultimate amortization of the in­
vestment in oil producing properties on 
the basis of estimated oil production; 
however, the yearly provisions to date 
under the “over-all” method have been 
materially less than would have been 
the case under the “lease” method.
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This is due to the fact that a dispropor­
tionate amount of oil has been produced 
from leases having a relatively high 
book value. The application of the 
“lease” method to such production 
would require a depletion and depre­
ciation provision on a basis believed by 
the management to be inconsistent 
with the company’s total oil reserves. 
Under the “over-all” method the pro­
vision for depletion and depreciation is 
computed upon the basis of the average 
rate for all producing leases.”
Superior Oil Company states:
“The basis followed by the company, 
since January 1, 1932, for providing for 
depletion and depreciation, contem­
plates the amortization of the cost, less 
salvage value, of producing properties 
and other equipment (except automo­
tive equipment) as a group propor­
tionately with the recovery through 
production of the estimated gross rev­
enue which will be derived from the 
underground oil reserves, which re­
serves are determined annually by the 
geologist for the company.”
The following interesting cases as to 
the bases for depletion may be noted:
Transwestern Oil Company states:
“Depletion of producing leases and 
royalties, depreciation of tangible equip­
ment on leases and amortization of in­
tangible drilling expenditures have 
been provided for from the inception of 
the company on the unit rate of produc­
tion method applied in each case to 
individual properties.
“To determine the rate used:
“1. As to producing leases and royal­
ties—
The net depleted book value of a 
given producing lease or roy­
alty is divided by the com­
pany’s interest in the esti­
mated remaining recoverable 
oil from such property, includ­
ing the amount estimated to be 
recoverable as a result of es­
timated additional develop­
ment.
“2. As to tangible equipment on 
leases—
The net depreciated book value 
of tangible equipment on a 
given property, plus an 
amount estimated to be suf­
ficient to develop economically 
such property, is divided by 
the recoverable oil reserves 
computed as explained in 1, 
above.
“3. As to intangible drilling expendi­
tures—
The net unamortized book value 
of intangible drilling expendi­
tures on a given property, plus 
an amount estimated to be 
sufficient to develop economi­
cally such property, is divided 
by the recoverable oil reserves 
computed as explained in 1, 
above.
“Provision for depreciation of other 
equipment has been based on the esti- 
mated life of the equipment.”
Union Oil Company of California 
notes that:
“The company capitalizes all ex­
penditures for oil lands and develop­
ment including the cost of fee lands and 
lease bonuses, lease rentals, wells and 
equipment and intangible drilling costs. 
For the most part such expenditures are 
amortized by charges to the income ac­
count as oil is produced on the basis of 
a per barrel rate determined at the be­
ginning of the year by dividing the net 
property account plus expenditures es­
timated to be necessary to fully develop 
the proven properties by the estimated 
crude oil reserves in barrels.”
while Republic Natural Gas Company 
indicates as follows, in a note to its finan­
cial statements:
“The allowance for depletion and de­
preciation, since January 1, 1934, and 
the provision for the year, have been 
based on combined unit rates for deple­
tion and depreciation, which in the 
opinion of the management, are ade­
quate to recover the present investment 
and the anticipated future investment 
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in the properties, over their estimated 
ultimate productive life.”
Now, as to depreciation, first of 
equipment of producing properties, it 
has been noted that half of the number 
of companies does not make reference 
to the company policy relating to de­
preciation, while fourteen of the com­
panies indicate that the basis of com­
puting depreciation of equipment of 
producing properties is the same as 
employed for the computation of de­
pletion.
In one case, that of the Houston Oil 
Company of Texas, “depreciation” of 
development, including intangible drill­
ing costs, and equipment of producing 
properties is at an annual rate of 6 per 
cent for 1939, as compared with 5 per 
cent per annum previously. It is to be 
noted that in this case the accountant’s 
report makes an exception of the ade­
quacy of the provisions for depreciation 
and depletion.
Depreciation of refinery, marketing, 
and other physical property, is only 
noted in eleven of the cases considered, 
all indicating that the straight-line 
basis is being used, three noting that it 
is by units, two noting that it is by 
groups of properties, and six concerns 
making no further comment.
Summarization of statements
Practices as to computation and pro­
vision for depletion and depreciation: 
A. Depletion of producing lease­
hold costs:
No specific indication........... 16
Unit rate of production basis 









Certain cases involve esti­
mates of future expendi­
tures to obtain ultimate re­
covery ................................. (3)
Leaseholds carried at $1 only, 
consequently no depletion 
charges............................ 1
B. Depreciation:
(a) Producing property equip­
ment:
No specific indication... 17 
On same basis as deple­
tion of leasehold costs. 14
On straight-line basis.... 1
(b) Refinery, marketing, and
other property:
No specific indication.. . 21 
Straight-line basis by 
units......................... 3
Straight-line basis by 
groups...................... 2
Straight-line basis, not 
indicated.................. 6
V. Policies Regarding the Amor­
tization of Undeveloped Leases
In six of the statements reviewed, we 
do not find any indication as to the 
companies’ policies with respect to the 
amortization of undeveloped leases, 
and in one case the question does not 
apply. In the remainder of the cases, 
twenty-five in number, eleven indicate 
“lease amortization” as income deduc­
tions, one concern shows all oil proper­
ties carried at one dollar only—costs 
being deducted, as incurred, in the 
income account; one case made an ex­
planation in a prior year, as to the 
restoration to property accounts of the 
unexpired portion of such costs, with 
subsequent amortization deductions be­
ing made, and twelve cases show un­
developed leases carried as a subdivision 
of the property accounts, but without 
any indication of amortization in the 
income account.
With respect to these last twelve 
cases, it is to be noted that either in the 
footnotes of the financial statements or 
in the president’s letter of ten of the 
companies, there is the statement to the 
general effect that such costs are 
charged off, if, as, and when the leases 
are surrendered or forfeited.
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One concern of reasonable size, now 
listing "lease amortization” as a deduc­
tion in its income account reported as 
follows in its financial statements for 
the year 1936: “During the year the 
company restored to its accounts the 
unexpired portion of the cost of its 
nonproducing leaseholds . . . , and by 
action of the board of directors, credited 
the excess of x dollars to reserve for 
contingencies.” The accountants’ report 
comments on this change and notes the 
subsequent practice of amortizing such 
costs.
Summarization of statements
Policies regarding amortization of un­
developed leases:
Not applicable............................ 1
No specific indication................. 6
Lease amortization included in
income deductions................... 11
Explanation as to restoration of 
whole or unexpired portion 
and lease amortization now 
being deducted in income ac­
count ..................................... 1
Costs carried in balance-sheet,
but no indication of amortiza­
tion in balance-sheet or in­
come account........................... 12
Leaseholds, developed and un­
developed, carried at $1 only 
and consequently no amor­
tization, but rather costs de­
ducted in income account.... 1
VI. Policy Regarding Provision for 
Charging off Mineral Rights 
Other Than Leases, Proven 
Worthless during the Account­
ing Period
Little, if anything, can be found in 
the published reports considered on 
this subject. In four cases the income 
account does show that “worthless 
royalties charged off” have been de­
ducted; in one case there is a reserve 
for property abandonments shown in 
the balance-sheet. This latter item may 
cover a great many items, just as may 
be the situation in the cases of the 
eleven concerns which make no specific 
indication, but do list among the in­
come deductions the item of “abandon­
ments.” Fifteen statements and reports 
give no indication of any character. 
Consequently, this question cannot be 
answered within the scope of the refer­
ences of this discussion.
Summarization of statements
Policy regarding provision for charg­
ing off mineral rights, other than leases, 




No reference of any char­
acter.................................. 15
Income account does make 
note of abandonments.... 11 
Balance-sheet shows special re­
serve for abandonments..........  1
Income account shows “worth­
less royalities charged off”... 4
VII. Practice as to Writing Down 
the “Value” of Properties, 
Where the Estimates of Re­
coverable Oil Disclose That 
the Operation of an Oil Well 
Will Result in a Loss Even 
Though the Operation for a 
Period of Years May Result 
in Decreasing the Present In­
vestment and the Ultimate 
Loss
The published statements and presi­
dents’ letters give us little help or indi­
cation as to what the practice of the 
various companies may be, or may 
have been, in respect of this subdivision 
of oil-company-accounting procedure. 
Twenty-six of the companies give no 
indication whatever, and one case is not 
applicable. In the remaining five cases, 
little but indirect reference is to be 
found, as may be noted from the follow­
ing quotations from the respective re­
ports or presidents’ letters:
Barnsdall Oil Company, in its presi­
dent’s letter, makes the following 
statement:
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“During the year, because of pro­
duction being reduced to an uneco­
nomical limit, 243.85 net wells were 
sold or abandoned.”
However, there is no indication in the 
income account of such abandonments 
nor is there any separate showing of 
profit or loss on the sale of capital as­
sets.
The Continental Oil Company’s pres­
ident’s letter states:
“The company’s investments in pro­
ducing properties and prospective acre­
age located in Mexico and Canada 
were adequately reserved in previous 
years to cover any probable losses on 
such investments.”
The company’s balance-sheet car­
ries a reserve of some $624,000, and 
this may be the item to which reference 
is made. It is not clear why properties 
in Mexico and in Canada should be 
considered together; perhaps the 
phraseology in the quotation given may 
be read to indicate that “producing 
properties” refer to Mexico and “pro­
spective acreage” refers to Canada, the 
former being reserved by reason of 
danger of governmental interference, 
and the latter by reason of doubt as to 
the possibility of profitable develop­
ment.
Consolidated Oil Corporation carries 
a reserve item in its balance-sheet des­
ignated “Reserve set up January 31, 
1932, for property abandonments,” in 
an amount in excess of $4,500,000, and 
in this connection it is to be observed 
that January 31,1932, is the date noted 
in the balace-sheet description of the 
property accounts as the date as of 
which the property values existent at 
that time were determined by the board 
of directors.
Tide Water Associated Oil Company 
notes in its president’s letter as follows:
“A number of parcels of land leased 
in former years were quitclaimed, test 
wells drilled thereon by this company, 
or on adjacent lands by other operators 
having indicated that they would not 
prove productive.”
Finally, Union Oil Company of Cal­
ifornia includes in its president’s letter 
a tabulation showing changes in the 
property accounts during the year un­
der report, and as a deduction lists a 
substantial item for “Lands relin­
quished, wells abandoned and other 
properties written off.”
All these cases are inconclusive, and 
as one’s reference is limited to the dis­
closures in the published statements 
and reports, the reader is left in the 
dark.
Summarization of statements
Practice as to writing down the 
“value” of properties, where the esti­
mates of recoverable oil disclose that 
the operation of an oil well will result in 
a loss even though the operation for a 
period of years may result in decreasing 
the present investment and the ulti­
mate loss:
No indication given.................... 26
Note of wells being disposed of or 
abandoned by reason of uneco­
nomical production............. 2
Note of adequate reserves pre­
viously set up...................... 2




Computation of Allowable Depletion under 
Federal Income Tax Law as Applicable 
to the Oil Industry
By william l. Clark, Tulsa
Member, American Institute of Accountants
T
he production of crude petroleum 
and of natural gas literally results 
in the exhaustion of such natural 
deposits, since they exist in but limited 
quantities as to a given pool.
Therefore, funds invested in an oil- 
and-gas-mining lease or royalty, or in 
the perfection or defense of title thereto, 
and, in some cases, funds expended for 
drilling productive wells, exclusive of 
equipment, constitute investments which, 
by reason of the exhaustion of value 
through the process of production, be­
come worthless. The exhaustion of the 
mineral deposit and the approach to a 
state of worthlessness of the invest­
ment therein, are proportionate one to 
another, and usually occur over a period 
of time extending beyond the annual 
accounting period within which such 
processes first begin. This is to say that, 
excluding speculative fluctuations, when 
a portion of the mineral content of a 
property has been produced, the same 
proportion of the investment is thereby 
extinguished.
In accounting, whether for financial 
or tax purposes, and whether upon a 
cash basis or an accrual basis, this wast­
ing away of investment must be recog­
nized in each accounting period or sub­
division thereof. The asset must be 
written down ratably by charges to 
profit or loss, designated “depletion,” 
and contra credits to a valuation re­
serve, or to the asset account itself. 
Such depletion charges are part of the 
cost of the mineral produced to the sur­
face and saved. If the accounting recog­
nizes inventories of petroleum, and it 
should, such inventories may be priced 
at cost, composed of the depletion per 
barrel, producing or lifting costs, and 
some portion of overhead. However 
determined, the inventory of crude 
petroleum is a factor in the determina­
tion of depletion for tax purposes.
Disregarding earlier attempts at tax­
ing incomes in the United States, the 
excise tax imposed upon corporations 
under the act of August 5, 1909, meas­
ured by the amount of corporate in­
come, may be said to be the first con­
temporary taxing act requiring the 
determination of net income, but that 
act made no mention of an allowance 
for depletion.
The first income-tax act, subsequent 
to the adoption of the sixteenth amend­
ment, was passed October 3, 1913, and 
provided for deduction from gross in­
come of individuals of a “reasonable 
allowance for the exhaustion, wear and 
tear of property arising out of its use or 
employment in the business, not to ex­
ceed, in the case of mines, 5 per cent 
of the gross value at the mine of the 
output for the year for which the com­
putation is made.” That part of the 
revenue act of 1913 which defines deduc­
tions to be allowed corporations reads: 
“In the case of mines a reasonable al­
lowance for depletion of ores and all 
other natural deposits, not to exceed 5 
per cent of the gross value at the mine 
of the output for the year for which 
the computation is made.” This act 
provided for depletion in the case of 
oil and gas, which were held to come 
under the classification “other natural 
deposits.” The Commissioner of In­
ternal Revenue construed this provision 
to allow a producer of oil or gas to de­
duct from gross income an amount equal 
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to 5 per cent of the oil or gas sales for 
the year without regard to the cost of 
the property remaining to be recovered 
or the value thereof as at March 1, 
1913.
The revenue act of September 8, 
1916, provided in the case of both in­
dividuals and corporations, for deduc­
tion of “a reasonable allowance for the 
exhaustion, wear and tear of property 
arising out of its use or employment in 
the business or trade; in the case of oil 
and gas wells a reasonable allowance 
for actual reduction in flow and produc­
tion to be ascertained not by the flush 
flow, but by the settled production or 
regular flow.” As first administered by 
the Bureau of Internal Revenue, that 
proportion of the investment in an oil 
or gas property which was equal to the 
percentage of decline in production 
within the year, was allowed as deple­
tion. In the case of oil, the decline in 
production was equal to the number of 
barrels of oil in daily production on the 
first day of the year less the number of 
barrels of daily production of oil on the 
last day of the same year. The percent­
age which this decline in barrels was 
of the total barrels per day being pro­
duced from a particular property on 
the first day of the year, was also the 
percentage of the investment to be al­
lowed as depletion for the year. This 
often resulted in the allowance of no 
depletion due to the fact that, by reason 
of additional drilling during the year, 
the property was producing as much on 
the last day of the year as on the first 
day of such year.
While many income-tax returns still 
remained to be examined, the Bureau 
of Internal Revenue changed the method 
of calculating depletion in recognition 
of the fact that depletion occurred even 
though the average daily production did 
not decline during the year. As a result, 
the rule was amended to allow as de­
pletion that proportion of the recover­
able capital which equaled the ratio of 
one year to the total number of years 
during which it was estimated the prop­
erty would produce. Properties were 
rather arbitrarily estimated to have a 
life of from ten to fifteen years, and al­
lowances for depletion were made in 
amounts generally ranging from one 
tenth to one fifteenth of the unrecov­
ered investment. This often resulted in 
excessive allowances for depletion, and 
while many returns for 1916 still re­
mained to be disposed of, the Bureau of 
Internal Revenue adopted the unit-of- 
production basis for depletion as to oil 
—the rule in effect today, but there was 
then no well established method of esti­
mating the quantity of oil to be re­
covered over the life of a property. Both 
the decline in flow and the unit-of-pro- 
duction method continued simultane­
ously to be applied in settling income- 
tax returns for some time.
As to natural gas, for which no de­
pletion was allowable under the act of 
1909, and exactly 5 per cent of the sale 
price of the gas produced within the 
year was allowed under the act of 1913, 
the decline in rock pressure came to be 
the basis of depletion under the act of 
1916. If the rock pressure in a gas well 
was, at the end of the year, equal to 
80 per cent of the rock pressure at the 
beginning of the year, the decline in 
flow was estimated to equal 20 per cent, 
and 20 per cent of the recoverable capi­
tal was allowed as depletion for that 
year. Today, gas depletion is computed 
by this method, by the lapse of time 
against the estimated life of a gas prop­
erty expressed in years, and by the 
ratio of volume of gas produced within 
the year to the total estimated volume 
to be produced over the productive life 
of the property, expressed in cubic feet. 
None of these methods of computing 
gas depletion is highly accurate.
The revenue act of 1917 did not 
change the provision that depletion, 
in the case of oil and gas wells, was to 
be computed upon the decline in flow. 
Some cases were settled on that basis, 
many on the productive-life-in-years 
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basis and later, on the production-unit 
basis.
The revenue act of 1918 introduced 
two innovations as to depletion of oil 
and gas wells. It provided that the capi­
tal to be recovered through allowances 
for depletion should be “based upon 
cost including cost of development not 
otherwise deducted; provided, that in 
the case of such properties acquired 
prior to March 1, 1913, the fair market 
value of the property ... on that 
date shall be taken in lieu of cost up 
to that date.” The courts have applied 
this rule to years prior to 1918, and the 
statutes have continued the rule to this 
day, with the result that where a prop­
erty acquired prior to March 1, 1913, 
increased in value before that date, the 
accretion is free from tax by reason of 
the fact that such accretion is added to 
the lesser cost in determining the amount 
of capital recoverable through deple­
tion, over the productive life of the 
property. This rule is still in force, and 
notwithstanding the lapse of years has 
diminished the value thereof. There are 
still some properties producing today 
which were producing before March 1, 
1913, and on that date were worth more 
than the previous cost thereof.
The revenue act of 1918, which ap­
plied to the years 1918 to 1920, both 
inclusive, contained a far more startling 
innovation (commonly referred to as 
“discovery depletion”) in respect of oil 
and gas producing properties “discov­
ered by the taxpayer on or after March 
1, 1913, and not acquired as the result 
of purchase of a proven tract or lease, 
where the value of the property (was) 
materially disproportionate to the cost.” 
In the administration of this unique 
provision, the Commissioner of Internal 
Revenue was persuaded to establish the 
rule that a commercially profitable oil 
or gas well created a “proven area” of 
exactly 160 acres, in the form of a 
square, the sides of which were due 
north and south and east and west, and 
the center of which was the mouth of a 
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commercially profitable well, not neces­
sarily on the property of the taxpayer. 
For instance, the owner of the north­
east quarter of a given section of land 
(congressional survey) on which no well 
had been drilled, would find that the 
northwest forty acres of his land was 
in a proven area, by reason of the fact 
that on his neighbor’s land, a well had 
been drilled, an offset to his northwest 
corner. This neighbor’s well established 
a proven area running exactly a quarter 
of a mile due north, a quarter of a mile 
due south, and the same east and west 
from such well. This area would take in 
all of the first-mentioned owner’s north­
west quarter lacking four hundred feet 
along the east side and four hundred 
feet along the south side of his north­
west quarter, the distance from his line 
to such offset well. If the first-mentioned 
owner drilled a well on his own land in 
this area proven by his neighbor’s well, 
he could not have the benefit of deple­
tion based upon discovery value, unless 
he had purchased such tract, within 
such proven area, before his neighbor 
drilled such discovery well, but if he had 
risked his investment before the neigh­
bor’s well was drilled, he could wait 
until the neighbor’s discovery well mini­
mized the hazard of a dry hole upon 
the first-mentioned owner’s land, then 
drill a well offsetting the neighbor’s well, 
or anywhere within the proven area, and 
if a commercially profitable well, the 
first-mentioned owner would also be 
credited with a discovery well, although 
he had discovered no new pools. He 
would enjoy the benefit of depletion 
based on discovery value.
If he drilled other wells on his land 
within the area proven by his own well, 
the value added thereby was not the 
basis of additional discovery value re­
coverable through depletion, but if, on 
the same quarter section of land, he 
drilled a second well outside of a proven 
area, and such second well was com­
mercially profitable, additional dis­
covery value was thereby added, and 
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recoverable through depletion allow­
ances.
The discovery value was held to be 
the value as on any given day within 
thirty days of the date of completion of 
the discovery well. The taxpayer usu­
ally elected to take the value as of the 
day within that period on which the 
value was the highest. The determina­
tion of such value was made by esti­
mating, through the use of a projected 
production-decline curve, the ultimate 
production to be expected from the 
entire property, including therein all 
undrilled locations to the limits of a 
taxpayer’s private bounding lines, mul­
tiplying the taxpayer’s share therein, 
expressed in barrels, by the highest price 
per barrel being paid for oil in that pool 
at any time within said thirty-day 
period, subtracting therefrom the esti­
mated average lifting cost per barrel 
over the life of the property, multiplied 
by the number of barrels estimated to 
be the ultimate production of the prop­
erty, and further subtracting the cost of 
drilling future wells and equipping the 
same. The remainder was discounted 
for deferment by the use of Hoskold’s 
10 per cent time-weighted tables of dis­
count, by which process from thirty 
to sixty per cent of the value might dis­
appear as discount for present worth. 
Later on, the Bureau of Internal Reve­
nue insisted upon a still further arbi­
trary discount of from five to twenty 
per cent for hazard.
Notwithstanding all these discounts, 
some taxpayers demonstrated values 
so high that the depletion equaled and 
even exceeded their net income from 
the property, and reported no taxable 
income whatsoever. The justification 
for the arbitrarily established 160-acre 
proven-area rule and resultant large 
depletion deductions was said to be 
that the relief from taxation thereby 
afforded induced accelerated oil ex­
ploration and production at a time when 
the country greatly needed oil due to the 
world war, but the war was over three 
months before the law was passed.
This provision so highly favorable to 
the oil industry was somewhat curtailed 
when on November 23, 1921, Congress 
passed the revenue act of 1921, effective 
as of January 1st of that year, and pro­
vided in the statute that “such deple­
tion allowance based on discovery value 
shall not exceed the net income, com­
puted without allowance for depletion, 
from the property upon which the dis­
covery is made.” However, with over­
head and general expenses, it was still 
possible for oil companies to report no 
income from properties which were op­
erated at substantial profits, all of 
which were absorbed by discovery de­
pletion. The 160 acre proven-area rule 
continued to be in effect.
On June 2, 1924, the revenue act of 
1924 became law and was made to ap­
ply to the calendar year 1924. The same 
discovery depletion provisions and ad­
ministrative rules continued to apply, 
except the radical change by which the 
act limited discovery depletion to not 
more than 50 per cent of the net income 
from the property upon which discovery 
was made. By that time the Bureau 
had greatly reduced its idea of value by 
restricting the same through lower esti­
mates of recoverable oil, lower prices 
per barrel and higher operating costs 
as well as other factors. So the reduction 
from 100 per cent of net incomes to 50 
per cent net income was not as abrupt 
in initiation as the passage of the act 
nor as severe as the difference in per­
centages would seem to indicate. Never­
theless, the liberal times were gone. 
Depletion was getting down to a much 
lower basis than that in the revenue act 
of 1918.
On February 26, 1926, the revenue 
act of 1926 was enacted. The compli­
cated procedure of discovery depletion 
was entirely swept aside. In place 
thereof, depletion was allowed on a 
basis of cost or value as at March 1, 
1913, unless depletion computed upon a 
“percentage-of-income basis” resulted 
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in a greater allowance, in which event 
“percentage depletion’’ was allowable. 
Percentage depletion was fixed by stat­
ute at “27 1/2 of gross income from 
the property during the taxable year” 
but not to “exceed 50 per cent of the 
net income of the taxpayer (computed 
without allowance for depletion) from 
the property.” This continued to be 
the statutory provision of the revenue 
acts of 1928, 1932, 1934, 1935, 1936, 
1937, 1938, 1939 and the first revenue 
act of 1940, now known as the Internal 
Revenue Code. (Sec. 114 (b) (3).)
However, many changes have occurred 
since percentage depletion was inaugu­
rated in 1926. At first, net income of the 
taxpayer from the property was ac­
cepted by the Bureau to be gross re­
ceipts from the sale of oil and gas, less 
the direct operating expenses, deprecia­
tion and taxes directly applicable to 
such production, without reduction 
thereof for any portion of overhead, 
intangible costs incurred within the 
year in drilling additional wells on the 
property, interest and financing charges, 
bad debts, etc. Now the courts have 
held that where intangible costs of drill­
ing a well on the property are paid or 
incurred within the year (depending 
upon the method of accounting) all 
such costs must be deducted from gross 
income from the property in arriving 
at net income of which but 50 per cent 
may be allowed as depletion. All forms 
of overhead, financing and indirect ex­
pense, losses, if in any way connected 
with the business of producing oil or gas 
or both, must be used in reduction of 
net income the measure of the deple­
tion limitation. However, if the tax­
payer in addition to production is en­
gaged in more than one line of business, 
such as drilling wells for hire, refining, 
trading in oil properties, or other un­
related activities, the expenses, taxes, 
losses, etc., related thereto, and the 
portion of overhead properly allocable 
thereto, may be excluded from the cal­
culation of “net income from the prop­
erty” in determining depletion. Inci­
dental operating revenues, such as 
steam sales or fees paid by oil-purchas­
ing agencies for pumping oil from lease 
tanks into purchasers’ lines, rentals of 
tools used in lease operations, etc., are 
not additions to gross income upon 
which 27 1/2 per cent gross income de­
pletion is to be computed, but are to be 
deducted from operating costs thereby 
increasing “net income” from the prop­
erty and affecting the amount of allow­
able depletion if the basis thereof is 50 
per cent of net income.
Thus it may almost be said that if a 
taxpayer had no business other than 
drilling for and producing oil or gas, 
“net income from the property” would 
be substantially such taxpayer’s net 
income before depletion, after provision 
for all other profit-and-loss debits, ex­
cept that upon a sale of a property 
which during the year of sale has pro­
duced, the proceeds of sale are not to be 
included in gross income from the prop­
erty nor in net income therefrom.
Royalty owners invariably find that 
their percentage depletion allowance is 
27 1/2 per cent of gross income, for they 
do not have a sufficient amount of other 
deductions, and no operating expenses, 
to reduce net income to an amount less 
than 27 1/2 per cent of gross income. If 
operating expenses, depreciation, over­
head, etc., amount to less than 45 per 
cent of gross income from the property, 
then depletion is limited to 27 1/2 Per 
cent of gross income, but if such ex­
penses are more than 45 per cent of 
gross income, the depletion allowable 
is limited to 50 per cent of net income 
from the particular property.
If in any event percentage depletion 
upon a given property, regardless of 
other properties, is less than the deple­
tion deduction would be if computed 
upon the statutory cost basis, or on the 
value as at March 1, 1913, then the de­
duction for depletion is to be computed 
upon such cost basis rather than on the 
percentage basis, but this cost basis 
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sometimes is not the amount paid for 
the property by the taxpayer, with 
additions to cost after acquisition by 
reason of title litigation, etc., as will be 
noted, for example:
If in the first year in which a property 
is produced, provided that first year is 
subsequent to December 31, 1931, de­
pletion based upon a cost of say $100,- 
000, is $30,000 and percentage depletion 
allowable for that year amounts to 
$40,000, the differential of $10,000, the 
excess of percentage depletion over cost 
depletion, must also be used in reduc­
tion of subsequently recoverable capi­
tal so that while in the financial state­
ments the recoverable capital in the 
property after the first year is $70,000, 
the recoverable capital for federal-tax 
purposes is but $60,000. If in the second 
year, say by reason of a decline in the 
price of oil, percentage depletion is very 
low, it may be that cost depletion will 
apply, but this cost depletion will be 
based on a residual cost of $60,000 and 
not $70,000. This differential will like­
wise affect any subsequent year in which 
cost depletion applies in lieu of per­
centage depletion. Hence cost depletion, 
under the Internal Revenue Code, and 
residual cost in a property, will differ 
from cost depletion and residual cost as 
computed correctly for the financial 
statements of the taxpayer.
If for any period prior to January 1, 
1932, percentage depletion on a given 
property was in excess of cost depletion, 
then for the purpose of computing tax­
able income under federal statutes, the 
recoverable capital in the property is 
not to be reduced by such excess of 
percentage depletion over cost deple­
tion accrued prior to January 1, 1932. 
The result is that if for any year after 
December 31, 1931, percentage deple­
tion is used as a deduction because 
greater than cost depletion for that year, 
then in any subsequent year in which the 
depletion deduction is based upon cost 
depletion because greater than per­
centage depletion, the cost depletion 
for that year will be less than true-cost 
depletion such as would be used in com­
piling a financial statement, and this for 
the reason that in such previous year 
recoverable cost has been reduced by 
more than actual cost depletion for such 
previous year.
Furthermore, in computing the cost 
of a sale of an oil- or gas-producing prop­
erty, the cost basis thereof must be re­
duced, not merely by depletion sus­
tained based on actual cost (as would 
appear in financial statements) but also 
by any excess of percentage-over-cost 
depletion which may have been allow­
able for the taxable year 1932 or any 
year thereafter. This provision first ap­
peared in the revenue act of 1932 (sec­
tion 113 (b) (1) (B)) and is today 
contained in the Internal Revenue Code 
(section 113 (b) (1) (B)).
Thus it will be seen that, since dis­
covery value depletion has not been 
allowable for any year since enactment 
of the revenue act of 1932 (nor since the 
year 1924), in no event is the basis for 
computing profit or loss or depletion of 
an oil- or gas-producing property to be 
reduced by the excess of discovery de­
pletion over cost depletion; while on the 
other hand, the greater of all depletion 
allowed or allowable since December 31, 
1931, whether upon a cost basis or a per­
centage basis, must be used to reduce the 
basis for computing profit or loss upon 
sale, exchange, loss or abandonment, or 
calculation of cost depletion, for any 
subsequent year. Percentage depletion 
confers a boon upon the taxpayer by 
permitting some actual profit to be un­
taxed, to the extent of the excess of 
percentage depletion over cost deple­
tion, but this boon is entirely lost if the 
property is sold, or exchanged in a tax­
able transaction, and the total depletion 
deduction is not equal to the total cost 
basis of the property. If, however, the 
total depletion deduction is in excess of 
the cost of the property, then even 
though the property is sold, the tax­
payer will have realized untaxed in­
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come equal to the excess of the total 
depletion deduction (over the entire 
period of ownership) over his total 
cost.
The factors necessary to determina­
tion of depletion in the case of oil or 
gas properties are three in number: (1) 
the cost or other basis of the property;
(2) the estimated quantity of oil or gas 
in reserve, which it is believed can be 
recovered in profitable operation over 
the productive life of the property; and
(3) the number of barrels, or thousands 
of cubic feet of gas produced during the 
taxable year.
The first factor, cost, presents no 
particularly difficult problems as a rule. 
It represents the cash or equivalent paid 
for the property, value of any services 
rendered as consideration for the acqui­
sition of a property, the expenses of ex­
amining and recording title, and in case 
of litigation for the purpose of either 
perfecting or defending title, all costs 
in respect thereto.
Regardless of his election in any tax­
able year ended before January 1, 1925, 
to expense or to capitalize intangible de­
velopment costs, any taxpayer who in­
curred such expense in drilling an oil 
or gas well during the year 1925 is held, 
by the Commissioner, to have exercised 
an option in his return filed for that year 
by his treatment in that return of such 
intangible costs. If he deducted such 
intangible drilling expenses in that re­
turn, he is thereby bound to deduct 
such expenses in all subsequent returns 
and may not capitalize the same and 
recover such items through annual al­
lowances for depletion. If in his return 
for 1925 he capitalized such intangible 
expenditures, he must in all subsequent 
returns capitalize all future expendi­
tures and recover the same through 
annual allowances for depletion. If in 
some year subsequent to the year 1925, 
a taxpayer for the first time has in­
curred intangible drilling expense in de­
veloping an oil or gas property, his 
treatment of such item in the particular 
return for that identical year consti­
tutes an election thereon. Neither the 
Commissioner nor the taxpayer has 
authority at law to alter such an elec­
tion once made. The treatment of such 
intangible drilling costs upon the tax­
payer’s books is not an election, nor 
need it be the same as that in the in­
come-tax return, but if not the same, 
adequate auxiliary records of recover­
able capital and depletion must be main­
tained in some consistent form. Copies 
of returns, if containing detailed sched­
ules of properties and additions to costs, 
by years, may serve as such a record.
All expenditures in drilling an oil well 
which do not relate to the acquisition of 
physical, personal property, the nor­
mal, useful life of which extends beyond 
the current accounting period or its 
equivalent in months, constitute in­
tangible drilling costs or expense and 
are within the scope of the aforemen­
tioned election. Therefore, if the tax­
payer has elected to capitalize intangi­
ble drilling costs, the amount thereof is, 
at the time of completion of a produc­
ing well, to be added to the cost of the 
oil or gas property and is to be recov­
ered through periodic allowances for 
depletion.
Taxpayers’ efforts before courts of 
law to have such intangible costs con­
strued to be improvements the cost of 
which is recoverable through allowances 
for depreciation rather than depletion, 
have been defeated. Had the effort 
succeeded, then wherever drilling has 
been capitalized and percentage deple­
tion is limited to 50 per cent of net in­
come from the property, only half of the 
annual extinguishment of investment 
in such intangibles (depreciation) would 
serve to reduce the depletion allowance. 
The advantageous differential, if one 
existed, between cost depletion and 
percentage depletion, would not be ab­
sorbed by one half of the annual retire­
ment as depreciation of capitalized 
drilling, and the deduction for cost of 
leasehold and for intangible drilling 
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would be greater, but such is not the 
law as found by the courts.
Where there are additions to capital, 
occurring in years subsequent to a year 
or series of years in which depletion has 
been sustained, whether such additions 
are to the cost of the property or are 
capitalized cost of drilling producing 
wells, the amount thereof as at the end 
of a given year, is added to the residual 
cost of the property as at the beginning 
of the year, and the total is spread over 
the number of barrels of oil or quantity 
of gas estimated, as of the end of the 
year, to be recoverable over the pro­
ductive life of the property. The divi­
sion of the amount of the investment 
by the number representing the recov­
erable quantity of oil or gas, produces 
the estimated cost per barrel of oil or 
unit of gas, and this unit cost is the 
depletion per barrel, basis of cost.
The second factor in computing cost 
depletion in the case of oil or gas pro­
duction is the indefinite factor, usually 
the only indefinite factor. It must be 
based upon estimate. It is the determi­
nation of the quantity of oil or of gas 
to be recovered from the property over 
the entire productive life thereof, which 
extends until such time as the quantity 
of mineral removed in any period brings 
insufficient return to meet annual oper­
ating expense, the economic minimum. 
The tendency is to produce properties 
somewhat beyond this point. When the 
price of oil is high, properties are pro­
duced to a much smaller minimum 
quantity per day, sometimes down to 
one barrel a day, and in the high grade 
oil in Pennsylvania, even down to an 
average of a quart a day, by allowing 
the oil to accumulate, and pumping 
at intermittent intervals of days.
Before proration of oil wells inter­
rupted the normal decline in production 
of a well or wells, the decline in the 
Mid-Continent area was roughly said to 
be equal to daily production on the last 
day of a year equal to 60 per cent of the 
daily production on the first day of the 
same year, or the annual production 
equal to 60 per cent of the annual pro­
duction of the year before, until the 
property was quite old and the decline 
curve almost leveled out. This rule of 
thumb was not greatly out of line.
It was then well demonstrated that 
by plotting the monthly production 
of a given property on logarithmic 
paper, the direction and angle of the 
line representing the average decline 
through a period of three years or even 
one year, indicated the direction and 
curvature of a line extended into the 
future which was fairly representative 
of the decline in daily or annual produc­
tion in future years. By summing up 
the estimated production for future 
years thereby indicated and adding 
thereto the actual production to the 
date current, a fair estimate of the oil 
ultimately to be recovered from the 
property could be made. Undrilled lo­
cations were estimated as being likely 
to produce as much as from 50 per cent 
to 100 per cent of the producing wells 
upon which the estimate was based.
Gas was estimated upon the decline 
in rock pressure which is consistent with 
the decline in recoverable volume. When 
the rock pressure is extinguished, noth­
ing remains to force gas to the surface. 
Pumping would not be profitable.
By making annual corrections by 
additions to or reductions from the esti­
mated residual oil reserve, the theoreti­
cal decline curve was brought closer to 
the actual decline, and the older the 
property became, the smaller became 
the margin between estimated ultimate 
recovery and actual lifetime recovery, 
so that by the time the property reached 
the point of abandonment, the unre­
covered capital was reduced by deple­
tion allowances to substantially nil.
With statutory limitations upon 
quantities of oil which may be taken 
from wells, in effect in almost every oil- 
producing state of large production 
(Illinois being a notable exception) 
due to the excess of supply over de­
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mand, wells are often permitted to 
produce no more than two or three per 
cent of their potential daily production. 
There is no perceptible decline from 
which ultimate production can be esti­
mated. Petroleum engineers have de­
vised other methods of estimating re­
coverable quantities. Porosity of oil 
sands is compared with like sands from 
wells that produced to exhaustion and 
whose total productive volume is there­
fore known. Degree of saturation of 
sand is considered, thickness and area of 
producing sands are measured, and the 
cubical content of the producing sand 
under a given property is thereby esti­
mated and expressed in the number of 
barrels per acre. The portion thereof 
which is recoverable is influenced by 
well spacing, fluidity of the oil, porosity 
of the sand (freedom with which it gives 
up its oil content), gas pressure availa­
ble to move the oil to the bottom of the 
well, and distance to the well (well 
spacing). These methods seem to be 
about as accurate as was the old decline­
curve procedure.
Gas is not affected by proration. 
Generally there is a market or there is 
none. Most states permit only a portion 
of the potential production of a gas well 
to be produced each day. This is said 
to prolong the life of the well and result 
in a greater ultimate recovery than if 
100 per cent of available gas output 
were taken.
The third factor in computing deple­
tion is the quantity produced to the 
interest of the taxpayer in a given ac­
counting period. Oil is measured in 
terms of barrels of 42 gallons; gas by 
thousands of cubic feet. Actual deple­
tion is calculated by multiplying the 
unit cost by the number of barrels pro­
duced within the period under con­
sideration. Depletion related to gas, if 
not metered, is determined by the 
ratio of the decline in rock pressure 
within the current period to the rock 
pressure as at the beginning of the 
period and applying the percentage 
thus obtained to the capital recoverable 
as at the beginning of the year with the 
additions made during the year if any.
These calculations, as are those based 
upon percentage of income, are to be 
made by properties rather than by 
groups of properties. The taxpayer’s 
entire interest in each separate mineral 
property, whether acquired at one time 
or at numerous times, is one property 
for such calculations. Where two or 
more mineral properties are included in 
a single tract or parcel of land, the tax­
payer’s interest in such mineral prop­
erties may be considered to be a single 
“property” provided the treatment is 
consistently followed. (Art. 23 (m) (1) 
Reg. 401 CCH 1850 No. 240.)
Where a taxpayer’s accounting is 
upon a cash basis, the depletion is to 
be computed upon the quantities of oil 
sold within the year, regardless of when 
such oil was produced. (19.23 (m) (2) 
401 CCH 1859 No. 242.) If upon an 
accrual basis, then if the inventory of 
oil produced and not sold is taken into 
income, obviously the depletion related 
to the units in the inventory must be 
taken into account. If the calculation is 
upon a basis of percentage of income, 
the inventory is to be included in gross 
income and net income from the property.
Where the owner of a fee simple grants 
a lease upon his property for the mining 
of oil and/or gas and receives a bonus 
therefor, such bonus is considered to 
be an advance royalty, and depletion 
in respect thereto may be deducted. If 
depletion is upon the income basis, and 
in such case it usually is, the amount 
thereof is 27 1/2 Per cent of the bonus, 
for there is seldom any expense or 
sufficient expense to effect the calcula­
tion by limiting the allowance to 50 per 
cent of net income. The courts have held 
that this allowance may be taken 
although the property has not produced.
Where the owner of an oil-and-gas- 
mining lease consisting, say, of a 7/8 
working interest, sells same for $100,000 
cash, and $50,000 out of 1/4 of the oil 
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produced to the credit of said 7/8 
working interest, payable if, as, and 
when produced, the courts have held 
that such $50,000 or any part thereof 
had by the vendor out of production, 
was not a part of the thing sold, but was 
property reserved from the sale by 
the vendor, whether or not the word 
“reserve” is used in contracts or con­
veyances pertaining to the same. Not­
withstanding that, when $50,000 is, if 
ever, received by the vendor, all further 
interest in the property ceases; it has 
been held by the courts that the oil 
which produces any or all of said $50,000 
is the property of the vendor, and the 
production and sale thereof results in 
depletion of his investment therein, and 
in lieu of cost depletion, 27 1/2 per cent 
of the oil when and as produced and sold 
out of vendor’s reserved interest, may 
be deducted by him as depletion. Such 
arrangements are commonly referred to 
as “oil payments.” It is essential that 
no liability for payment of any part 
of said $50,000 attach to the vendee in 
the event the property fails to make 
$50,000 for the vendor. If that is not the 
case, there may have been created an 
account receivable and an outright sale 
as to which depletion would not relate.
Where depletion is claimed based 
upon cost, then as to each property, 
adequate schedules must be filed with 
the return or separately in a depletion 
report, setting out the factors enumer­
ated herein as items (I), (II), and (III). 
Such statements should show the un­
recovered capital at the beginning of 
the year, additions and reductions dur­
ing the year, and the depletion for the 
year and unrecovered capital at the end 
of the year, and the same information 
with respect to quantities of oil recov­
ered in previous years, the current year, 
and additions or reductions by way of 
adjustment, and the unrecovered oil 
reserves at the end of the year. Similar 
schedules should support gas depletion. 
However, where gas properties are rela­
tively unimportant the Bureau of In­
ternal Revenue has frequently permitted 
a flat percentage of investment to be 
taken as depletion each year. The 
percentage should indicate the ratio 
of the current year to the total years of 
estimated life of the gas property.
When percentage depletion is taken, 
for each property a schedule should be 
submitted with the income-tax return 
itself, setting out the identification of 
the property, gross income for the 
year, total operating expenses for the 
year, depreciation for the year, over­
head for the year allocable to that 
property, taxes directly applicable to 
the property or its production, net in­
come before depletion, cost depletion 
(unless waived by the taxpayer), per­
centage depletion and the allowable 
depletion which will be the lesser of 
27 1/2 per cent of gross income and 
50 per cent of net income from the 
property, unless cost depletion is greater 
than the lesser of the two, in which 
event it is the allowable depletion.
The fact that a taxpayer may have 
a loss for a current year, before provi­
sion for depletion, may tempt him to 
forego the calculation of depletion, but 
if at some future time he sells the 
property for either a profit or loss, he 
will be required to reduce his cost of 
sale by the depletion allowable in all 
prior years back to January 1, 1932, 
and prior thereto by all cost depletion 
allowable, whether such depletion was 
or was not taken. If greater amounts 
than were lawfully allowable, were 
taken as depletion in earlier years and 
the Commissioner does not elect to 
correct the same or cannot correct the 
error, the cost of sale, exchange or 
abandonment of the property must be 
reduced by the amount of depletion 
allowed, even though greater than that 
legally allowable.
Percentage depletion still affords the 
oil industry a bonus of tax-free income 
and will do so as long as the spread be­
tween cost of production and sale price 
of crude is as much as it is now.
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T
he preannounced title of this 
paper suggests a wealth of detail 
which it is manifestly impossible 
to cover in the time available and I 
doubt whether this group would be 
greatly interested in the particulars of 
forms or statements or in the details of 
bookkeeping. Consequently, these re­
marks will be directed chiefly to some 
of the more important problems that 
arise in accounting for oil production— 
first as to quantities and then as to the 
assignment of money values to those 
quantities.
On the assumption that some of you 
may not be familiar with practices of 
the petroleum industry, it may be help­
ful to state the following at the outset:
With a few exceptions that do not 
concern us in a discussion of production 
accounting, gross quantities are deter­
mined by gauging (i.e., measuring) the 
level in feet and inches of fluid in tanks 
or reservoirs at the commencement and 
completion of a movement into or out 
of such tanks, and also at such other 
times as may be required—for example, 
at a specified time each day (usually 
7 A.M.) in order to establish produc­
tion for the preceding twenty-four hours 
and to establish inventories.
The gaugers also determine the level 
of the sediment and water at the bottom 
of each tank, and ascertain the tempera­
ture and gravity of the oil by ther­
mometer and hydrometer readings; 
from time to time samples from the 
various tanks are sent to the field 
laboratories where the gravity is checked 
and the percentage of water in sus­
pension is determined.
Simultaneous runs into and out of a 
tank are never made if an outside party 
has an interest in the transaction; oc­
casionally, operating conditions make 
it expedient to do this if no outsider is 
involved and in such instances allow­
ance is made for the rates of flow at 
intake and outlet.
Each tank and reservoir bears an 
identifying number and each is meas­
ured by engineers at the time it enters 
service to determine the number of 
barrels or gallons it will hold at any 
designated level within fractions of an 
inch. These quantities are entered on a 
tank table, of which as many copies are 
prepared as may be required by the 
operator and by other operators who 
may take deliveries from the tank. 
Tanks are remeasured and new tables 
prepared whenever their physical condi­
tion appears to require it or if a suc­
cession of unaccounted-for gains or 
losses suggests errors in the original 
calculations; in trade jargon, tank 
measuring is known as “strapping.”
By reference to these tank tables and 
to temperature-correction tables the 
measurements of fluid in feet and inches 
at observed temperatures are converted 
into equivalent barrels of clean oil at 
60 degrees Fahrenheit and, with certain 
exceptions that need not concern us 
here, all quantities are accounted for on 
this basis.
A wide variety of circumstances may 
govern the ownership of, or the equities 
in, production from oil and gas prop­
erties, the proceeds from sale of produc­
tion, or the results from operations of a 
property. The extreme of simplicity is 
the instance where the operator owns in 
fee simple the surface, mineral, and 
water rights of the property and has not 
disposed of any interest in the equip­
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ment, production, or profits. A common 
and fairly simple situation is the typical 
lease where the operator as lessee pays 
the landowner as lessor a royalty of, 
say, one eighth of the proceeds from 
oil, gas, and other hydrocarbon sub­
stances produced and saved from the 
property; this royalty interest (which 
may be taken in kind at the option of 
the lessor) is subject to a pro-rata share 
of charges for certain state and local 
taxes and in some instances for the cost 
of cleaning and dehydrating oil but not 
for other operating expenses or for 
amortization of capital expenditures. 
Beyond these, the possible divisions of 
interest seem limited only by man’s 
imagination in working out “deals.” 
The complications of these deals affect 
the accounting for quantities to some 
extent but they are likely to bear more 
directly upon the accounting for money 
values.
Accounting for Quantities
It appears that the best method of 
discussing the fundamental problems 
involved in determining quantities of 
oil produced and the subsequent ac­
counting for those quantities is to de­
scribe in broad outline what happens 
after the oil reaches the surface of the 
ground. Such description must neces­
sarily cover not only physical move­
ment but also the accounting proce­
dures and controls wherein to a large 
extent lies the solution of the prob­
lems.
It may be well to consider as typical a 
leasehold property having two or more 
producing wells connected to two or 
more tanks situated on the property, 
which tanks may have outlet connec­
tions both to the operator’s own pipe 
line and to pipe lines of other operators 
who purchase oil directly from the prop­
erty; these tanks are usually connected 
also to one another for convenience of 
operation. The oil runs directly from 
the wells to these tanks but oil from 
different wells is not run simultaneously 
into the same tank unless the operator 
has no reason or desire to know how 
much each well is producing. In theory, 
the tanks are gauged by the pumper at 
about 7 A.M. daily, and at such other 
times as may be necessary, and the time 
of gauging, the measurements, temper­
ature, gravity, etc., are entered in a 
gauge book which the pumper passes on 
to the man who relieves him on the next 
shift (“tour” in trade jargon); the 
pumper also prepares a gauge report 
which is sent to the crude-oil accounting 
division. In practice, it is frequently im­
possible for a man to gauge all his tanks 
reasonably close to 7 A.M. and if the 
interval between that hour and the 
time of actual gauging is appreciable, 
the gauge reading is adjusted to allow 
for the rate of flow although the gauge 
report may not show that such allow­
ance was made. Neither will it show that 
on a cold, .rainy morning the pumper 
may have yielded to temptation and 
remained in the warmth of the pump 
house, referred to the gauge book for 
information regarding the last previous 
gauge, and estimated that “she’s mak­
ing two inches an hour” and prepared 
his gauge report accordingly. (Inci­
dentally, such estimates can be sur­
prisingly accurate.) However, it is prob­
able that this device is seldom employed 
for the 7 A.M. gauge on the first of each 
month and rarely, if at all, for gauges at 
the commencement and completion of 
runs either to an outside pipe line or to 
the operator’s own pipe line; the rea­
sons for this will be apparent later.
At the commencement of a run from 
a lease tank to a pipe line, a gauger rep­
resenting the purchaser or the operator’s 
own pipe-line department ascertains that 
the pipe-line outlet is closed and bears 
the prenumbered seal (similar to the seal 
commonly used on freight cars) that 
was placed thereon at the completion 
of the last previous run. He then closes 
and seals all other tank outlets, gauges 
the tank, ascertains the temperature 
and gravity, and obtains a sample for 
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subsequent confirmation of gravity and 
determination of water percentage at a 
field laboratory. The seal on the pipe­
line outlet is then broken and the valve 
opened; upon completion of the run the 
pipe-line gauger closes and seals the 
pipe-line outlet, records the number of 
the seal, ascertains the fluid level, 
checks the seal number on all other out­
lets and removes them. A prenumbered 
run ticket is prepared in multiple, usu­
ally quadruplicate, and signed both 
by the pipe-line gauger and the lease 
pumper each of whom retains a copy; 
the run ticket shows the name of the 
property, tank number, commencing 
and ending measurements, and col­
lateral information regarding gravity, 
temperature, percentage of water, etc.
The lease pumper confirms the pipe­
line gauger’s findings either by inde­
pendent measurements and readings or 
by observing those taken by the latter 
and obtains one half of the sample 
taken from the tank for subsequent 
analysis. By his signature on the run 
ticket, the lease pumper accepts re­
sponsibility for the correctness of such 
findings; thus in the practical, if not 
the legal sense, the pumper acts as agent 
for his employer if the run is to an out­
side purchaser and as agent for the 
landowner if the run is to the employ­
er’s own pipe line.
In passing it may be well to explain 
the pipe-line gauger’s reasons for ascer­
taining that the pipe-line outlet on the 
tank was not opened between runs. 
At first glance it might seem that this 
happening would benefit only the pipe­
line operator; however, it is possible 
for the main pipe-line and gathering­
line pressure to exceed the pressure 
created by the volume of oil in the tank 
and in this event a reverse movement 
of oil would occur if the pipe-line outlet 
valve were open.
Apart from runs to pipe lines, oil is 
withdrawn from lease tanks from time 
to time for consumption by the operator 
as fuel, and for dehydrating if the water 
content is excessive; basic sediment and 
water is also withdrawn from time to 
time and is subsequently treated so as 
to recover good oil if it is economical to 
do so. Appropriate reports are prepared 
to cover these movements which re­
ports show substantially the same infor­
mation as the run tickets.
The quantities shown by gauge re­
ports, run tickets, etc., are summarized 
daily in the operator’s accounting de­
partment; the totals may be accumu­
lated for any period desired. The pro­
duction from the property determined 
from lease-pumpers’ gauge reports is 
compared with the algebraic sum of
(a) Runs to pipe lines
(b) Own consumption
(c) Runs to dehydrator, less returns
(d) Increase or decrease in sediment, 
less recovery from treatment
(e) Known losses from line breakage, 
etc., and
(f) Increase or decrease in inventory. 
The difference may reflect a gain, but 
usually reflects a loss, and is attribut­
able to many factors among which are 
evaporation losses, pumping losses, 
errors in gauging and in converting 
measurements into barrels at 60 degrees 
Fahrenheit, failure of lease pumpers 
to report own consumption, and other 
errors of omission and commission. If 
such loss or gain appears unreasonable 
in relation to the quantity produced and 
to past experience it is investigated and 
major differences can be fairly well 
localized as to date and probable cause.
When oil is run from lease tanks to 
the pipe line of an outside purchaser, 
the accounting for quantity (and for 
amount) is substantially complete, bar­
ring possible differences in calculations 
between seller and purchaser both of 
whom have the same basic data from 
which to work. However, quantities run 
to the operator’s own pipe line require 
further accounting and this serves in 
part as confirmation, or otherwise, of 
the correctness of the total of runs from 
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the operator’s own properties and from 
the properties of others. The quantities 
delivered from the pipe lines into stor­
age tanks or reservoirs along the pipe 
line, or at refineries, marine terminals 
and the like, are determined by gauging 
the tanks before and after delivery and 
determining gravity, temperature, wa­
ter content, etc., and making the con­
version into barrels in the manner 
described above. Thus pipe-line receipts 
and deliveries are compared and the 
reasonableness of the resulting loss (or 
gain) is considered in relation to normal 
pumping and other losses in transit; 
through investigation, abnormal losses 
in this category may also be fairly well 
localized as to districts and dates and 
sometimes as to cause (such as errors in 
run tickets) and steps taken to prevent 
their recurrence.
Control over run tickets is probably 
the most important single factor in ac­
counting for quantities. Under proper 
organization these tickets are printed 
in, say, quadruplicate, numbered, and 
bound in books which are kept under 
the control of a responsible employee 
whose duties do not involve the record­
ing of oil movements. The books are 
issued to pipe-line gaugers only upon 
written request of the pipe-line super­
intendent and are accompanied by a 
transmittal notice showing the numbers 
of the run tickets; a copy of the trans­
mittal advice is furnished to the crude­
oil accounting division where the num­
bers of the issued tickets are listed in a 
register of outstanding run tickets. Sig­
nature cards of each gauger are kept in 
the crude-oil division for periodic test 
comparison with signatures appearing 
on run tickets; it should be remembered 
that these run tickets may cover the 
operator’s purchases of oil from outsid­
ers as well as runs from its own proper­
ties to its own pipe lines.
As run tickets are received by the 
crude-oil accounting division, the num­
ber of each is checked off against the 
record of outstanding tickets and any 
numbers missing or out of sequence are 
investigated; the complete set of each 
ticket voided must be returned by the 
gaugers. By these methods, the crude-oil 
accounting division is able to ascertain 
the numbers of tickets outstanding at 
any time and has evidence of the valid­
ity of each run ticket. No employee 
other than an authorized gauger of the 
operator is permitted to accept crude 
oil into the operator’s pipe line or its 
storage tanks or to countersign run 
tickets of other oil operators evidencing 
the sale of oil to them; for the latter 
purpose, a lease pumper may be re­
garded as an authorized gauger.
The procedures outlined above afford 
the means of detecting with reasonable 
promptness the failure to prepare run 
tickets or to suppress run tickets that 
have been prepared, but they cannot 
of themselves prevent either of those 
happenings. Consequently, in a well 
run organization they are supplemented 
in various ways, chief among which are: 
the frequent transfer of lease pumpers 
and pipe-line gaugers from one tour to 
another and from district to district; the 
division of duties within the crude-oil ac­
counting division and the internal 
auditing of its transactions including 
the accounting for run ticket numbers; 
having the operator’s internal auditors, 
or other disinterested persons, take or 
closely observe the taking of inventory 
gauges at occasional intervals.
But none of these steps would prevent 
a lease pumper, let us say, acting in 
collusion with another operator’s pipe­
line gauger from, running oil without 
preparing a run ticket provided he cor­
respondingly understated his produc­
tion gauges during that same tour; if this 
were done to any considerable extent, 
the lease foreman or district superin­
tendent would soon become concerned 
over the decline in production, and sub­
sequent investigation would develop the 
absence of run tickets at times when the 
inquirer had observed the outside pipe­
line gauger on the premises.
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Determining quantities of dry gas 
and wet gas produced from wells neces­
sarily involves metering, determination 
of pressures, and the stabilization of 
wet gas at a workable vapor pressure 
before conversion into natural gasoline. 
Dry gas may be sold directly from wells, 
or as the residue of wet gas from which 
the natural gasoline has been extracted, 
or it may be consumed in operations. 
While there are many points of differ­
ence in detail, the methods of account­
ing for quantities of natural gasoline 
are fundamentally the same as those 
relating to crude oil.
Accounting for Money Values
It would be futile in the time avail­
able to attempt a discussion of the prob­
lems in accounting for money values 
under some of the complicated “deals” 
that are entered into between oil opera­
tors; suffice it to say that such prob­
lems may sorely tax the ingenuity of the 
ablest and most imaginative accountant 
even in instances (unfortunately rare) 
when the parties at interest interpret 
the agreement in the same manner.
Resuming the illustration of a typical 
leasehold property, no particular prob­
lem arises in so far as settlement with 
the royalty owner is concerned. The 
quantity shown by each run ticket is ex­
tended at the posted price for the grav­
ity and field involved and entered on 
what is known as the oil-settlement 
statement which shows gross barrels, 
water and sediment, temperature cor­
rection, etc., and any deductions (such 
as cleaning cost) that are to be borne by 
the lessor; a copy of this statement 
accompanies the royalty check. For 
convenience, separate statements and 
checks are usually prepared to cover 
gas and natural gasoline although it is 
possible to devise an all-inclusive state­
ment. For the operator’s own accounting 
purposes the money value of its share of 
production delivered from its leases to 
its pipe line may be recorded either at 
posted price or at cost of production.
The use of posted price creates the prob­
lem of eliminating interdepartmental 
profit from inventories. The use of cost 
for the month in which produced will 
delay the monthly closing of the ac­
counts and may result in some rather 
wide fluctuations particularly in periods 
of well cleaning and other lease rehabili­
tation work; both of these difficulties 
can be minimized, and satisfactory re­
sults obtained, by using average cost 
for, say, the three months preceding 
the month of production.
We may now consider some of the 
problems of determining the cost of 
producing the operator’s share of crude 
oil. There is clearly no satisfactory 
method of assigning a cost to wet or dry 
gas produced nor any reasonable alter­
native to treating the proceeds there­
from as revenue because if they were 
applied in abatement of production 
cost, the result might be a negative 
figure particularly while a field is new.
As will presently be indicated, nu­
merous assumptions and prorations 
have to be made in calculating produc­
tion costs by properties. The number 
and complexity of these would be 
greatly increased if costs were calcu­
lated by individual wells and this would 
serve no useful purpose unless the in­
terests in the several wells differ as 
between parties or as a test to help in 
deciding whether to continue producing 
from all of the wells.
There are certain expenses that are 
definitely attributable to a particular 
property; among these are wages of per­
sons employed solely on that property, 
supplies consumed, pumping cost, clean­
ing wells, dehydrating oil, automobile 
expense, direct taxes, and the like. 
The cost of pumping, cleaning wells, 
dehydrating oil, automobile expense, 
and certain other items regarded as 
direct may result from prorations of 
cost or from the application of fixed 
unit rates approximating cost because 
the related facilities serve more than 
one property; however, the determina­
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tion of these on sound bases presents no 
great difficulty.
The allocation to properties of in­
direct expenses is not so simple. These 
include among other things salaries and 
automobile and other expenses of fore­
men, district superintendents, and oth­
ers engaged in production activities 
whose efforts are not confined to a 
particular property or even district; 
operation and maintenance of ware­
houses, trucks, machine shops, tele­
phone and telegraph systems, field lab­
oratories, field offices, etc.; insurance, 
taxes, and amortization of investments 
relating to these general facilities. They 
may or may not include, depending 
upon one’s accounting philosophy, ex­
penses of land, engineering, geological 
and geophysical departments, rents of 
undeveloped leases, and cost of lands 
relinquished and exploratory wells aban­
doned; also, a portion of head-office 
administrative and general expenses.
It is apparent that the amounts of 
some of the indirect expenses are influ­
enced chiefly by the volume of produc­
tion, others by the amount of direct 
labor, while still others are influenced 
very little, if at all, by either of these 
factors. Many refinements may be in­
troduced to allocate certain of the items 
to individual properties but the major 
ones must be allocated on the basis of 
barrels produced or of direct labor. 
Either of these bases may produce ob­
vious inequities but the barrelage basis 
is likely to be the greater offender; this 
is particularly true when production is 
curtailed to meet regulations imposed 
by law or by voluntary agreement be­
cause the decrease in production to 
allowable quantities is not necessarily 
ratable as between properties.
As an illustration of some of the 
problems that arise, consider the case 
in which all wells on a property are 
completely shut in for a period of time; 
despite lack of production, expenses (in­
cluding labor) directly attributable to 
the property will continue in some meas­
ure. Should these properties be charged 
with a proportionate share, based on 
direct labor, of district and other over­
head and the total treated as a separate 
charge to profit-and-loss account? Or 
should the direct expenses of such prop­
erties be regarded as part of district 
overhead and apportioned to other 
properties?
Amortization of the direct investment 
in producing properties has not hereto­
fore been mentioned as an element of 
production cost, although it is some­
times the largest single element. A 
reasonably comprehensive discussion of 
the ramifications of this problem alone 
would require more of your time than 
has thus far been consumed; therefore, 
it is not feasible to do more than men­
tion certain of the highlights.
In the first place, the amount of such 
investment will vary widely depending 
upon whether certain expenditures are 
capitalized or are written off when 
incurred; chief among these are in­
tangible development expenditures, but 
others of significance are rents of unde­
veloped leases, cost of predevelopment 
geophysical and geological surveys, and 
cost of dry holes drilled on properties 
having producing wells thereon. Ac­
counting precedent affords ample sup­
port for either alternative, although 
the trend in recent years seems to favor 
more the capitalization at least of in­
tangible development expenditures.
Having established the amount of 
direct investment, the method of amor­
tization offers a number of justifiable 
and accepted alternatives such as: (1) 
straight-line rates based upon estimated 
useful life from the standpoint either of 
wear and tear or of the probable period 
of production and applied (a) to equip­
ment that is not an integral part of a 
well, or (b) to all equipment; (2) the 
unit-of-production method, based on 
estimated recoverable oil content and 
applied (a) to land or leasehold costs, 
(b) to well costs, or (c) to the entire 
investment; (3) combinations of these 
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methods, any of which may be further 
modified by allowance for estimated 
salvage value and may be applied by 
districts or larger geographical areas 
rather than by individual properties.
I trust that these remarks have 
brought into focus some of the major 
problems peculiar to oil production ac­
counting even though they have con­
tributed nothing to their solution. In 
common with other accounting prob­
lems, it is not possible to demonstrate 
that any one solution is so eminently 
correct that all others are necessarily 
wrong. Probably the best results may 
be achieved by conforming to accept­
able accounting principles applied in a 
manner consistent with realism.
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